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KNOW you came here tonight to 
hear Referee Kurtz, not me. In this 
program I am like the “curtain-raiser” 
Pty in the old vaudeville days: the animal 


Mortimer J. Davis has recently 
become Executive Manager of the 
New York Credit Men’s <Associa- 
tion, after having served for some 
time as Assistant Executive Man- 
ager. 

From 1917 to 1925, he was a Spe- 
cial Agent of the Federal Bureau of 
Investigation. In 1925, he became 
the Assistant Director of the Fraud 
Prevention Department of the Na- 
tional Association of Credit Men. 
In 1928, he was transferred to the 
New York Credit Men’s Association 


= where he became Manager and As- 
so the sistant Secretary of the New York 
hoose Credit Men’s Adjustment Bureau, 
nt Inc. 
hae Mr. Davis today is considered one 
most of the nation’s foremost lay author- 
L line ities on all phases of bankruptcies, 
unting reorganizations and adjustment pro- 
; cedures. He is a member of the Na- 
social- 


tional Bankruptcy Conference and 
has lectured on these subjects in 
many schools, businessmen’s organ- 
izations, and professional societies. 

This address was delivered by Mr. 
Davis on May 22, 1947, before a 
technical meeting held under the 
auspices of the Society’s Committee 
on Bankruptcy Procedure. 
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What Credit Men Expect from 
Accountants in Bankruptcy Proceedings 


By Mortimer J. Davis 


act, or the acrobats, who opened the 
show. 


I would like to reminisce a bit about 
accountancy so far as it relates to bank- | 
ruptcies and insolvencies. Prior to 
World War I—and I go back that far, 
believe it or not—the accountant wasn’t 
a very important figure in bankruptcy. 
Life was simple, cases were simpie, 
everybody was presumed to be honest ; 
if people weren’t, it was possible to “get 
away” with a fraud in bankruptcy if 
one had been perpetrated. 

Some years back we added a novel 
act, called the Income Tax Law, to our 
statute books and I think that for the 
first time people really become tax-con- 
scious and accountant-conscious. And 
about that time, cooperation between 
credit men and accountants began. Not 
that it hadn’t existed before, but there- 
tofore it was hit-or-miss. The two pro- 
fessions now found that they had some- 
thing more in common, and we had the 
beginning of the close cooperation be- 
tween accountants and credit men 
which exists today. 


In 1920, as some of you here will re- 
member, there was a very bad financial 
collapse. There were numerous bank- 
ruptcies. In the textile line there was 
a tremendous drop, overnight, in silk 
prices. The accountant became a little 
more important. The credit man began 
to realize that he needed more audits. 
We began to hear more about certified 
statements and quicker information 
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about the inventories and operations of 
customers. 

From 1923 to 1929 we had what is 
now referred to as a “boom” in this 
country, New companies were form- 
ing. Quicker information was needed 
by credit men. We heard talk, increas- 
ingly then, of monthly trial balances. 
The old annual audit began to be a 
thing of the past; they wanted semi- 
annua! audits, quarterly audits—yes, 
even daily information. I know of some 
accounting offices, back in those days, 
which had special telephone connections 
in their switchboards to answer credit 
men whe had to make spot decisions. 

Who does not remember the stock 
market collapse and depression in 1929, 
which ran practically through 1938, 
with the flood of failures that followed ? 
I believe that, in a bankruptcy sense, it 
was in this period that the accountant 
really “emerged” in bankruptcy. In 
that period I can hardly remember a 
case of any size, where there was not 
some need, no matter how small, for 
the services of an accountant. In that 
period, you will also remember, we had 
a proceeding under Section 77-B for 
the reorganization of corporations and 
one under Section 74 for the settlement 
of affairs of copartners and individuals 
—and of course we had a flood of 
liquidations. I worked all through that 
period and when I say the accountant 
“emerged” in bankruptcy, I really mean 
that the business world took cognizance 
of the fact that times had changed and 
that there was greater need, in the opin- 
ion of credit executives, than ever be- 
fore for information regarding bank- 
rupts: the kind of information that 
could only be obtained from books of 
record. 


World War II, of course, followed 
this depression, as we all know, and I 
like to refer to this period as an “‘ac- 
countants’ paradise”: taxes, renegotia- 
tions, OPA, corporate and partnership 
changes, inventories, government con- 
trols. What a grand time you fellows 
had! There weren't any bankruptcies, 
to talk about, in that period. 
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And now we are in what we call the 
post-war period. You heard what your 
Chairman said about predictions. Well, 
the predictions are beginning to come 
true. Our Adjustment Bureau, dormant 
for five or six years, has begun to shake 
off the dust; we are really working. 
We have cases coming in, The Referees 
in Bankruptcy are busy again. And, 
as I view this thing (and it is, of course, 
my personal viewpont) I don’t see how 
any case of any size can really be 
administered intelligently, or any solu- 
tion reached without the aid of an 
accountant somewhere along the line 
and, of course, preferably a Certified 
Public Accountant, because our Asso- 
ciation, in its reorganization work, will 
not engage anyone but Certified Public 
Accountants. 

I don't see how, in this post-war 
period that we are talking about—and 
I think we have only entered upon 
this difficult period—we can brush aside 
or minimize the important part the 
accountant is playing to a much greater 
degree than ever before. 

Bankruptcy matters, as I classify 
them, consist principally of cases which 
come under either Chapter X or Chap- 
ter XI, and cases which go into what we 
call straight bankruptcy or liquidation. 
I assume that everybody here knows 
something about Chapters X and NI; 
if not, Referee Kurtz will certainly tell 
you. There is an immediate distinction 
necessary between proceedings under 
Chapters X and XI, as against those 
involving liquidation. In order to lead 
up to what I want to say about this 
and the work of the accountant, I should 
like to put it to you in this fashion: 
In Chapter X or XI matters, we have 
situations wherein we are dealing with 
what is in the estate. We have a factual 
situation in which we try to patch up 
a sick business and see if it can't be 
revived and restored. On the other 
hand, we view liquidations as a hunt 
for assets in connection with the wind- 
ing up of a business to the best ad- 
vantages of its creditors. 

Chapter X and Chapter XI cases are 
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What Credit Men Expect from Accountants in Bankruptcy Proceedings 


what we call “continuation cases”. 
Invariably the debtor is continued in 
possession of the business. In infre- 
quent cases the Court will, for good 
reason, appoint a receiver or a trustee, 
but I think vou will find that the records 
show that in the large percentage of 
cases, debtors are permitted, for good 
and sufficient reasons, to remain in 
possession and operation of the business 
assets. 

Now our job, in those cases, is to 
try and organize the creditors’ interests 
as intelligently as we can. In Chapter X 
cases, we have to consider the rights 
of secured creditors, stockholders, bond- 
holders, etc.; whereas only the rights of 
unsecured creditors are affected under 
Chapter XI. Our concern is with the 
rights of the unsecured creditors and 
their organization for their own pro- 
tection, with the assistance of the Court. 


In approaching these cases from the 
standpoint of what the credit man 
expects from the accountant, I have 
listed a number of items: 


First and foremost, we want a bal- 
ance sheet, or what is known in Chap- 
ter XI as “a statement of affairs”. 
That, I suppose, is basic to you ac- 
countants. nd, of course, we are also 
interested in operations, which means 
a profit and loss statement. 


In these Chapter X and Chapter XI 
cases, the question ‘of existing contracts 
frequently enters into the picture: and 
don’t misunderstand me if I get into 
any subjects that appears to be partially 
legal. That phase of the work which 
is legal we certainly believe belongs to 
the attorney; but there are so many of 
these cases where the attorney and the 
accountant must work  shoulder-to- 
shoulder that, when I include them 
under the heading of what we would 
like the accountant to report, I am 
not reflecting on or minimizing the 
importance of the attorney in these 
matters. 

In these reorganization cases we like 
accountants to point out, in their own 
professional way, the weak spots in the 
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operation of the business, such as the 
unprofitable items or departments. 

We would very much like to have 
you indicate or state clearly in your 
reports some appraisal of the manage- 
ment’s ability. 

We would like you to indicate what 
you believe to be the possible future 
earning power of the business, and that 
is particularly applicable in Chapter X 
cases where so much in the plan is 
predicated upon what the earning 
power is; especially when the plan may 
involve the issuance of stock, deben- 
tures and bonds. 

Weare intensely interested in the tax 
situation. For example, we like to know 
whether the debtor has been living on 
the Government’s money (even though 
he may have paid it to creditors) be- 
cause clearly you can see that the 
amount of taxes eventually assessed has 
a great effect upon the dividends which 
the unsecured creditors will get. 

In mariy of these cases you will be 
called upon to assist in the preparation 
of budgets—budgets which have to do 
with the feasibility and possibility of 
working out plans and arrangements of 
reorganization. 

And you will find, frequently, that 
you will be called in by counsel and by 
creditors to assist in the preparation 
of the very plan itself. 

There is a very clear demarkation 
between the work of the accountant and 
that of the lawyer. But I am going to 
be very frank to say that, for whatever 
the reason, the businessmen and the 
credit men somehow or other lean and 
look more toward the accountant for 
business advice in these cases than they 
do to the lawyer. They are happy to 
have the lawyer resolve the legal prob- 
lems, but if you accountants don’t. take 
advantage of any ability you have 
in analyzing these business problems in 
Chapters X or XI matters, and voice 
opinions and suggestions that have to 
do with the welfare of the business 
(such as: is it possible to operate prof- 
itably, or otherwise, or even if your ad- 
vice happens to indicate the business 


709 


ie 
le 
it 
e, 
W 
fe 
1€ 
od 
0- 
ill 
ic 
ar = 
id 
yn 
de 
he = 
er 
fy 
ch 
p- 
ve 
mn. 
WS 
I; 
ell 
on 
ler 
ad 
his 
ld 
mn: 
ive 
ith 
ual 
up 
be 
int 
id- 
are 
: 


The New York Certified Public Accountant 


ought to be liquidated), I think you are 
leaving out something that the average 
business or credit man would very 
much like to have from you. 

I know that you are wondering how 
you can do all this on the fees that you 
get in these cases. I’m sure Referee 
Kurtz is going to straighten us all out 
on that subject. 

In the straight bankruptcy case, the 
liquidation case, I know that a lot of 
this discussion is really “old stuff” to 
many here assembled and perhaps I 
am addressing my remarks to just a 
limited few who haven't had the ex- 
tensive experience of some of those 
who are sitting in this room. For their 
benefit, I shall comment on some of 
this perhaps very elementary and 
fundamental information or advice. 

In a liquidation case (no plan, no 
arrangement) we are involved in a hunt 
for assets. To us that presents an en- 
tirely different approach, an entirely 
different picture. Again, we want a 
balance sheet, because the average 
credit man who is “stuck” wants to 
have some vague idea of what he might 
get in the way of assets. Even though 
we know that the balance sheet that you 
draw off from the books is subject to 
many changes along the liquidation 
lane, still we like to have it. We are 
also very much interested in what the 
probable tax bill will be. 

You, as accountants in these liquida- 
tion cases, have a lot to do in revealing 
information that may result in actions 
being filed by attorneys in connection 
with preferences, transfers, the dis- 
appearance or concealment of assets or 
the inability of a bankrupt to account 
for the assets, which sometimes results 
in a “turn-over” proceeding. 

Now I think that it is obvious, or 


_should be, that an accountant seeking 


engagements in cases of this kind, 
should know something about the bank- 
ruptcy law, especially if he has to pre- 
pare this information and more espe- 
cially if, as usually happens when these 
issues are fought out, he becomes the 
amanuensis of the attorney sitting at his 
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elbow and supplying him with that vital 
information which he needs to prosecute 
these actions successfully. 

I remember a “turn-over’’ case in the 
textile line that was lost because the 
accountant forgot to take into his cal- 
culations linings that were used in the 
garments being manufactured; when 
the bankrupt put that in as part of the 
defense, it blew up the entire “turn- 
over” proceeding. 

You have to know how to recognize 
a preference, even though you may 
have an attorney there to tell you what 
it is. You have to know a concealment 
when vou see it, and you have to know 
what is involved and required in the 
“turn-over” proceeding. Referee Kurtz 
will probably tell you that the hearing 
and determination of a “turn-over’’ pro- 
ceeding is undoubtedly the most tech- 
nical, the most difficult and onerous 
part of a Referee’s job. 

We like to know what moneys have 
been withdrawn by the bankrupts. 
We'd like to know, if vou can tell us, 
why the business failed. You might say, 
“Why?” Out of these various things, 
reported by you accountants, we fre- 
quently draw valuable lessons. You 
may not know it, but many of your 
reports are used as case histories. I 
don’t think that I am violating any 
secret in telling you that, in hundreds 
of cases that were handled through the 
the Adjustment Bureau of the New 
York Credit Men’s Association, the 
books of record, after the estate was 
closed, were turned over to the auditing 
laboratory at Columbia University and 
were used by the students there for 
case-work in connection with their 
training as auditors. All your com- 
ments indicating why the business failed 
are taken very seriously by many 
businessmen and credit men. 

I'd like to throw in here some of 
iny own suggestions about the prepara- 
tion of reports in these bankrupt and 
insolvent estates, and I assure you that 
it represents only my own opinion, for 
I haven’t been sent here by an organ- 
ization with a message of this kind. 
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What Credit Men Expect from Accountants in Bankruptcy Proceedings 


To me, fancy reports with beautiful 
covers on very expensive paper have 
never been impressive. They have never 
meant a thing to me. I have gained as 
much from an accountant who reported 
from his work sheets as I have from a 
very big, thick, beautifully bound report 
which the committee took home and 
didn’t read because it was too vol- 
uminous. 

I have seen some of the finest reports 
rendered by accountants in these pro- 
ceedings completely ruined by a total 
inability on the part of the accountant 
to explain the report. I have often 
wondered why the accounting schools 
haven’t made it a requirement that 
every accountant take a course in elo- 
cution, To me, the ability to deliver and 
explain a report before a body of credit 
men, or to get on the stand and testify, 
is most vital. I have been annoyed no 
end—and I know credit men have been 
annoyed no end—at the type of ac- 
countant who comes into a meeting with 
his voluminious report and proceeds to 
read it, word-by-word, starting with 
the date! What a wonderful gift it is to 
be able to get right down to the meat of 
a report and explain it in simple, non- 
technical language. 


I suppose businessmen are always in 
a hurry. I often wonder what they do 
with all the time they save. But I assure 
you it is a major annoyance to have 
an accountant come in and attempt to 
read such a voluminous report verbatim. 

Now, what to stress? What to bring 
out in your report ? 

A great deal depends, in my opinion, 
on your knowing the particular trade 
involved and what particular type .of 
creditor vou are serving. I say, very 
frankly, that there is a wide difference 
between what management in different 
types of industries wants by way of 
information. I take my first lesson from 
the textile industry with which I am 
probably most familiar, and where those 
who practice know that commission 
houses and textile mills are vitally inter- 
ested in the moral standing, character 
and conduct of the bankrupt. They want 
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to know whether the statement issued 
is false or true. They want to know if 
there is a concealment. They want to 
know if there were preferences or 
fraudulent transfers. I would say that 
they are often more interested in that 
than in the value of the assets as against 
the liabilities. 

By way of contrast, I might pick an- 
other industry (not to malign them) 
where you have more of a sales psychol- 
ogy among credit men. They may say: 
“We know he’s probably a crook and 
it’s too bad he failed; but how can we 
get this thing back on its feet? What 
can we get out of it and how quickly?” 
There, in many cases, you may find out 
that digging into the moral aspect of 
the situation might be a waste of time. 
I don’t want to discourage you in that; 
I think it is your duty to do it in every 
case. I’m merely trying to make a very 
quick distinction with respect to what 
might or should be stressed, depending 
on the type of situation involved. 

I have been in cases where the cred- 
itors didn’t even want an accountant. 
“How quickly can we get some money 
of this thing? Never mind the books; 
when can you pay us? How long will 
it take? Five years? All right, five 
years.” 

I have been in cases where they just 
said, “Oh, give us a balance sheet; 
that’s all we want. We don’t want to 
know about profit and loss.” You have 
to know the industry you’re serving. 
You have to know the type of creditor 
who has engaged you. You have to 
know what the requirements of the 
case are. 


We like accountants to appraise the 
value of assets—and here my friend 
Referee Kurtz may differ with me. We 
know that, in the court, there is a pro- 
cedure and rule under which official 
appraisers are appointed, and we have 
no objection. But we also value very 
highly the professional ability of ac- 
countants to estimate the value of assets 
in many cases. We have found, believe 
it or not, that your opinion (especially 
in lines with whieh you are most fam- 
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iliar) as to the probable value of inven- 
tories, the probable liquidation value of 
accounts receivable, and even furniture 
and fixtures, comes pretty close to being 
the right answer. We like plenty of 
verbal comments and, sometimes, that 
comprises the real.report, where the 
balance sheet is very complex. We like 
opinions from accountants ; we like sug- 
gestions; and, as I said before, we like 
reasons and causes. 

| have seen too many of the “shrink- 
ing violet” type of accountant brought 
into these engagements, who do nothing 
but merely submit their report, perhaps 
read it, and leave the creditors very flat! 
Please don’t be afraid, so far as credit 
men are concerned, to speak up. We do 
value your opinion and suggestions be- 
cause we know how expert many of 
you men have become in your respective 
lines and in your professional work. I 
might almost say that if you are not 
equipped to take these jobs, you should 
not begin them. I wonder, sometimes, 
why some accountants go out after these 
cases at all. But I suppose there are 
reasons far beyond the value of the 
compensation, frequently, that make ac- 
countants feel they want this type of 
work. 

In your balance sheets—and_ this, 
again, is my personal comment—the 
credit men we represent like this type of 
presentation: We like a. column in 
which the book assets are shown and, 
right next to it, we like another column 
in which you list what you consider to 
be the possible or fair realizable value 
of those assets. And that goes for every 
asset that you are in a position to 
evaluate. 

I have seen reports where there is a 
big list of assets and a total, together 
with a complete list of liabilities; and 
then, by way of explanation, we were 
told that, of course, this asset isn’t an 
asset for general creditors because there 
is an offsetting liability or contra item 
on the other side. Well, we like a situa- 
tion like that set up on the asset side so 
that we can quickly perceive the entire 
picture in one viewing. Deduct such a 


liability, if you please, right from the 
asset. 

Another suggestion which you might 
care to follow, if you get called into 
these cases: On the liabilities side there 
may be listed anywhere from one to 
fifteen items of taxes, wages, and other 
types of preferred or priority claims, 
From an accounting standpoint, | sup- 
pose that this is correct procedure ; but 
a number of accountants have adopted 
the practice of taking those preferred 
and priority liabilities as deductions 
from the asset side—from that column 
called Realizable.” 

Now, what is the effect of this? A 
businessman or a credit man looking at 
that balance sheet, knows exactly, and 
without fooling himself, what he has to 
look to, what he has to work with, and 
what he can hope to get, although it may 
not be good accounting practice. Some- 
body may say, “You shouldn't do that. 
The debtor will learn of it and, knowing 
what the realizable assets are, he will be 
able to play this off against you in a set- 
tlement case.” Don’t worry about what 
the assets are. The debtors know what 
they have, and nothing that vou can put 
into that report, in that manner, will 
alter the case; but it does help the busi- 
ness man who isn’t an accountant ac- 
tually to see what his position is as a 
creditor. 

I have indicated that fraud and crime 
sometimes enter into these cases. Credit 
men generally like to know if the fel- 
low they’re dealing with is a crook. 
They may not always take action. The 
Trustee in bankruptcy is, however, re- 
quired by law to report any crime he 
discovers to the district attorney. 

I had the privilege, the honor of 
working with a committee from your 
Society in trying to obtain a revision of 
the United States Supreme Court rules 
regarding the retention of accountants 
and their compensation and, in the briet 
that was submitted, we listed two and 
one-half pages of things that an ac- 
countant is, or may be, expected to do 
in bankruptcy engagements. I am not 
going to bore you by reading them. 
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I"hat Credit Men Expect from Accountants in Bankruptcy Proceedings 


Anybody can see them, if he wants. But, 
after reading this list of engagements— 
this knowledge that you're supposed to 
have—if you, yourself, don’t come to 
the conclusion that bankruptcy account- 
ing today is something of a specialty, 
then I miss my guess. 

That doesn’t mean every accountant 
who gets a certificate isn’t capable of 
going in, analyzing a set of books and 
preparing a balance sheet; that is only 
the beginning. I said to you at the outset 
and I repeat : the work of the accountant 
has increased to such an extent in these 
matters and the necessity for his reten- 
tion is so much greater today than it 
ever was before that, in my opinion, 
bankruptcy accounting has definitely 
become a specialty. 

Now, to sum up all this: what does 
the credit man expect from the account- 
ant? He expects that the accountant is 
going to do about three times more than 
he’s paid for. I am not going to com- 
ment on the fee situation nor the method 
of compensating accountants in bank- 
ruptcy matters. Referee Kurtz tells me 
that he will dare to touch upon it. 

We look upon accounting work in 
these estates as something in the nature 
almost of a public service, and that is 
also true of much legal work. It is true 
with respect to the work of many re- 
ceivers and of many trustees. The com- 
pensation of those officials is all too fre- 
quently far less than they are entitled 
to, and they become somewhat of a pub- 
lic servant when they undertake to serve 
in those cases. 

We know, on the other hand, that 
over the vears, many accountants have 
built up something of a reputation for 
themselves by being willing to come 
into these cases and take some of the 


bad ones along with the hope that they 
will get some of the good. We know 
that, as a result of taking that type of 
work for which you haven't been prop- 
erly compensated, many of you have 
made contacts and, from those contacts, 
have gotten new clients. We know, 
without your telling us, that this work 
was one of the things by means of 
which many accounting firms built up 
practices. You’d be surprised to learn 
how many clients accountants have ob- 
tained from debtors whose businesses 
were reorganized under Chapters X 
and XI. 


Let me conclude by saying this: 
whether you believe it or not, the credit 
man is the best friend the accountants 
ever had. I sometimes wonder whether 
it was the accountant who made the 
credit man important, or vice versa ; but 
I do know that the credit men—the type 
who belong to our Association—have 
been and still are great boosters of Cer- 
tified Public Accountants. 

I know of one industry in this city in 
which accountants were rarely retained, 
wherein the credit man entrenched the 
C.P.A. I know it was the credit man in 
that industry who, by his insistence 
upon quarterly — not semi-annual — 
audits and monthly trial balances, on 
the taking of inventories by accountant, 
on tax information, on verification and 
preparation of financial statements, 
caused the client to revise his ideas with 
respect to the compensation that the ac- 
countant was entitled to receive. 

We credit men and your Society have 
marched together, shoulder-to-shoulder, 
for fifty years—I think our Association 
is about two or three years older than 
yours. Our relations are most cordial. 
I hope they will always remain so. 
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A Bankruptcy Referee Speaks Informally 


to the Accountant on Fees 


By IRw1n Kurtz 


I THOUGHT [| would talk to you infor- 
mally and that I would make this 
talk a very short one and then answer 
questions. I think you will get more 
out of that procedure and so will I. 
I know that the subject you would like 
to hear me discuss is accountants’ fees, 
and I am going to be very blunt and 
very frank with you on that subject. 
Then you can ask me all the questions 
you please in relations to fees ar any 
other matter. 

First of all, you must understand the 
position we referees are in. Judge 
Knox gave me instruction in relation to 
fees fifteen years ago, just about this 
time of year, before I was sworn in, 
and I have never forgotten them; they 
are these: “Don’t forget you are there 
representing creditors. This estate is 
not exclusively for the benefit of law- 
yers, accountants, receivers and trust- 
ees ; the creditor is entitled to something 
at the finish of the case. Even if nobody 
objects to a fee, it is your duty to see 
to it that the creditors’ rights are pro- 
tected.” In my humble way—I do not 
know whether I’ve succeeded or not—I 
have tried to follow that admonition. 

It isn’t pleasant to cut fees; I do not 
like it. I know lawyers and accountants 
have to live—-that their expenses have 
gone up. When I was practicing law 


THe Honoraste [RwWIn 
has been a Referee in Bankruptcy 
since July 1, 1932, and has handled 
thousands of bankruptcy matters 
including many large and important 
chain and realty corporations. 

Mr. Kurtz was President of the 
National Association of Referees in 
Bankruptcy for three years. He has 
written many articles on various 
aspects of Bankruptcy for’ several 
publications. 
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I used to be able to hire a fairly decent 
office for $50; today I’m informed it 
would cost me from $150 to $250 for 
the office, if I could get it. I used to 
be able to get an efficient stenographer 
for $18 a week; today, they look 
askance at you if you offer $50 a week. 
I know the cost of stationery has gone 
up, too. On the other hand, in recom- 
mending fees we are bound by the bread 
we have in the basket: we cannot hand 
out more than is there; and, if you 
could see those applications for allow- 
ances coming in—particularly in these 
Chapter X matters where there are ten 
or fifteen committees, not one as there 
is in Chapter XI—with a million-and- 
a-half in the estate, they’ll ask for eight 
or ten million dollars in these applica- 
tions. And the unfortunate thing is 
that all the poor creditors ever know 
is that they get a notice of the fact that 
eight million dollars is being asked for 
—they never get a notice of the fact 
that the Court has chopped the applica- 


tions down to $600,000. 


The first thing I want to impress 
upon you is this: don’t ask for more 
than the traffic will allow. If you have 
a case that only has $750 in it, don't 
ask for $1,000 for your fee. You know 
you can’t get it, and it only makes it 
look bad when the notice goes out to 
creditors. As one creditor wrote to me 
in the old days of 77(b): ‘What is a 
77(b)? Is it a hive around which ac- 
countants and lawyers gather to suck 
all the honey, leaving an empty hive for 
the creditors?”’—and he was right. 
Don’t ask for more than you can expect 
to get. 

Now I know the fight your Society 
has been making for a change in Gen- 
eral Order 45 of the Supreme Court. 
Let’s look at the language of “45”. It 
reads: 
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A Bankruptcy Referee Speaks Informally to the Accountant on Fees 


“No accountant shall be employed by a 
receiver, trustee, or debtor in possession, 
except upon an order of the Court express- 
ly fixing the amount of the compensation 
or the rate or measure thereof.” 


Now I emphasize “or the rate or 
measure thereof”. What does that 
mean? It means that a referee would 
have the right, if he wanted to, to fix 
the compensation of the accountant at 
so much per day. That is the rate. Now, 
the measure: What can that be? The 
measure means this, as I interpret it 
—and I have used it as an index in 
some cases: that sometimes a lawyer 
and an accountant will come to me and 
say, “There is very little in this estate 
—merely $750—but we think that, by 
a proper inspection of books in this case 


and by a lot of work, we can dig out, 


assets.” 

I say, “All right, fine! You dig out 
assets and you ought to be compen- 
sated.” It is akin to the engagement 
of a lawyer on a contingency basis. I 
have entered orders retaining account- 
ants to the effect that if they produced 
results, I would give them X dollars; 
otherwise, they would get no compensa- 
tion at all. That’s what ‘“‘measure” 
means. 

I know that the objections of account- 
ants have been that when they enter 
a case, they don’t know how much work 
there is going to be in it. There are two 
answers to that. 

Suppose I’m running a shoe store. 
I need an accountant and I go to you 
and say, “I want you to do the general 
accounting and tax work for my store. 
I want to know how much you are going 
to charge.” You’re able to tell me, 
aren't you? 

With your experience in bankruptcy 
matters, why shouldn’t you be able to 
tell a trustee, with a fair chance of 
guessing right, about how much your 
ceiling ought to be in a bankruptcy 
matter. But, assuming that you can’t, 
there is still another way. 

There is nothing to prevent me from 
increasing the compensation ceiling, and 
Ido. In a proper case, the referee has 
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the power, on an ex parte application, 
immediately to increase the amount of 
the accountant’s ceiling. 

The answer from the accountants is, 
“But some referees don’t do it.” Well, 
there is no law that can make perfect 
men all around the country; I don’t 
care how you amend it. You can’t 
make perfection in referees; we're 
human beings. When I became a 
referee, we had 550. The last count I 
had was 350. On July 1, when we all 
go on salary, the number will be cut to 
165: 49 full-time referees, of which 
there will be 7 in Greater New York, 
and 116 part-time referees around the 
country. 


Now there will be fewer of us to deal 
with in the future, and the thought 
back of this bill was, if possible, to make 
all referees serve on a full-time basis, 
thus decreasing the number and making 
a referee more conversant with the 
subject of bankruptcy. Very frankly, in 
my job as President of the National 
Association of Referees, I have come 
across referees who probably never read 
the Bankruptcy Act and who didn’t 
know a thing about it, much to my 
amazement ! 

You are not going to get perfection, 
but you’re going to get 49 full-time 
referees. There are four provided in 
Manhattan and the Bronx, two in 
Brooklyn, one in Queens, covering 
Nassau and Suffolk. The referees in 
Brooklyn will cover Staten Island, 
where there is very little bankruptcy 
business. There will be two in Newark, 
covering almost the whole of New Jer- 
sey, and one covering the whole State 
of Connecticut. 

I say that the criticism I have heard 
from accountants—that you can’t get 
referees out-of-town to act on these 
increases—will be largely dissipated by 
reason of the fact that you have fewer 
referees to deal with. They will be 
more conversant with bankruptcy pro- 
cedure. 

Now, how do we arrive at the 
amount of fee to give an accountant? 
I know that is in your minds. You may 
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think that it is a pure guess on our 
part: attorneys’ and accountants’ fees. 
That just isn’t so. 

Take my own experience. A case is 
finished and the final meeting to con- 
sider fees is before me. I have an estate 
of $1,200. I’m taking an actual case 
now. I find that $1,700 has been re- 
quested by attorneys and accountants. 
It is physically impossible to pay such 
fees. You can’t ask the referee to take 
$500 out of his pocket and give it to 
you. 

I don’t enjoy fee cutting any more 
than you do, but I have to cut my 
cloth to the pattern. What do I do? 
I look first and see what creditors there 
are. I see: Taxes—$8,000. I look and 
see the poor creditor body behind the 
taxes—$20,000. I know, therefore, that 
I can’t pay any money to general credi- 
tors. I try to be as liberal in that sort 
of a case as I can to attorney and ac- 
countants. If, on the other hand, there 
is a chance of paying a dividend to the 
general creditors, even though it is only 
one-half percent, I deem it my duty 
to try to do so. If there are any wage 
claims, I try to pay something on the 
wage claims; as you know, they come 
ahead of taxes. 

Then, I go through the attorney’s 
application, starting with the basic al- 
lowance of twice the trustee’s fee. I 
start out thus: How much was there 
in the estate when it started—when the 
trustees came in? How much is in it 
now? That is not the sole criterion, 
however, because other results may 
have been accomplished, such as 
diminution of claims; rediicing tax 
claims; etc. -Then I go through the ap- 
plication and take the extraordinary 
work. I put that down, item by item. 
If the attorney brought $500 into the 
estate and if he did by bringing an action, 
then I put down so much—either 25% 
or 33% of the amount recovered, de- 
pending upon what he had to go through 
to get it. However, if he brought no 
action but just wrote a letter, I give 
him another and smaller amount: I 
think I allow for this service on a 
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parity with the usual collection charge 
tee. After | get all these figures down, 
I round it off: maybe it’s $150; I might 
make it $175, or I might reduce it a 
bit, depending on how much I have in 
the estate. 

Now I do the same thing with the 
accountant. If I find that an accountant 
has done work resulting in a criminal 
indictment and so aids the district at- 
torney, I always take into considera- 
tion the fact he has rendered that serv- 
ice and is entitled, in my opinion, to 
compensation because that is part of the 
case. It isn’t always possible for us to 
give you all that you ask for, but we try 
to be fair and, if we are wrong, under 
the rules in our district you have a 
chance to appeal. We don’t mind it if 
you get the judge to increase the 
amount that you claim is due you. But 
we really try, cognizant of our duty to 
the creditors, to give you a square deal. 


Question: The referee gave you 
some idea as to how he endeavors to fix 
the fees of accountants in the estates 
that are in liquidation. I would like to 
know what method he uses in determin- 
ing accountants’ fees in cases where a 
plan of arrangement has been consum- 


mated under Chapter XT. 


Answer: Let me say there are two 
classes of ‘accountants in Chapter XI. 
One of them is the accountant for the 
debtor in possession and, sometimes, 
when the official committee comes into 
existence, the official committee has the 
right and the power to select its own 
accountant without an order from the 
Court. It is only a debtor in possession 
who must get an order from the Court. 

Very often, the accountant for the 
debtor is also made the accountant for 
the committee; but that need not follow 
and you can have two separate at- 
countants. 

Now then, answering your question, 
where an accountant is retained by a 


‘committee, the accountant does not per- 


sonally make an application to the 
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Court; the committee is the only one 
which can make that application. That 
is true, also, of the attorney’s fee. The 
committee comes in and makes an appli- 
cation—and part of that application can 
be a recital of what the attorney did for 
the committee and a recital of what the 
accountant did for the committee. Then 
the committee comes in and says, “We 
would like $X to cover the work of our 
accountant and that of our attorney.” 
That is one type. 

Then the referee passes on it immedi- 
ately, because one of the things you 
must do in Chapter XI is to pay over 
immediately all of the money which is 
to be paid for fees into a bank account ; 
and one of the things that must be paid 
is the expenses of the committee, which 
includes the accountant’s fee. So that, 
while you may not get as much as you 
would in a liquidation, you will get it 
quickly and not at the final meeting, 
which is sometimes two years off. 

Now then, assuming you are the ac- 
countant for the debtor in possession, I 
must sign an order approving your ap- 
pointment and I must set a ceiling or a 
measure of compensation on the amount 
that you are to get. In other words, 
supposing I set it at $10,000; you are 
bound by that ceiling. 

Now | think that if an accounting 
firm were to come in to me on the mat- 
ter that I fixed the ceiling at $10,000 
and asked for less than $10,000, I would 
die of heart disease! What usually 
happens is that, no matter what the 
amount fixed in the ceiling order, the 
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accountant always comes in and shows 
that he has performed at least $2,000 
or $3,000 more, knowing that he can’t 
get more than the amount of the ceiling. 

In Chapter XI cases, I have to bear 
this in mind: there is no sense in reor- 
ganizing a company at all if you're go- 
ing to bleed it white by taking all the 
red corpuscles of ready cash away from 
it. In other words, what I mean is this: 
the expenses, which are payable in cash, 
can’t be so great as to deprive the 
debtor of all working capital. I bear 
that in mind. 

In addition, I bear in mind the recom- 
mendation of the creditors. If the 
creditors are being paid a cash payment 
of 35¢ on the dollar, then the future of 
the business is none of the creditors’ 
business; rather is it the debtor’s busi- 
ness. But, as is the case in many of 
these proceedings, if they are being paid 
in nptes or over a period of time, the 
creditors are greatly concerned about 
how much money is being paid for ex- 
penses in cash. 

In cases where the debtor has made 
a cash offer to the creditors, I instruct 
that copies of these applications for al- 
lowances he served upon the debtor and 
I listen to him as to whether he thinks 
the amounts are proper. In cases where 
debts are being extended over a period 
and the rights of creditors are involved, 
I listen with great respect to the credi- 
tors’ committee as to whether they 
think the amounts to be paid in the way 
of fees are proper. 

I think that answers your question. 
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A Discussion of the Nature and Function 
of the Accounting Statements in 


Fiduciary Accounting 
By Aaron Kurz, C.P.A. 


Applicable Accounting Principles 


Accounting concepts must be ad- 
justed to serve the particular purposes 
for which they are invoked. Thus, 
from the accounting viewpoint, the ob- 
ject of business activity is the enhance- 
ment of capital through the earning of a 
profit. Therefore, a refinement of the 
fundamental equation, Assets minus 
Liabilities equal Capital, provides a 
satisfactory basis in terms of which all 
business transactions may be analyzed, 
financial condition determined and the 
success of the business activity meas- 
ured. In fiduciary accounting, how- 
ever, the concept is altogether different. 
A fiduciary is one who is entrusted 
with the care, custody and management 
of property for the benefit of others to 
whom he must be in a position to ac- 
count for the faithful discharge of his 
duties. Clearly then, the accounting 
concept on which fiduciary accounting 
should be based, must be directed at 
recording all funds and property en- 
trusted to the fiduciary which, in the 
aggregate, measure the extent of his 
accountability. Transactions in which 
such funds and property increase or 
decrease, directly affect the amount of 
his accountability. Stated in account- 


AARON Kurz, C.P.A., has been a 
member of the Society since 1932. 
He is a member of the Committee 
m Fiduciary Accounting. He holds 
the degrees of B.S. in S.S. and 
M.B.A. from C.C.N.Y. and the 
degree of LL.B. from New York 
Law School. He was for many years 
on the staff of the School of Business 
and Civic Administration of The 
City College of New York. He is a 
member of the New York and Fed- 
eral Bar. Mr. Kurz is a partner of 
Kurz & Kurz. 
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ing terms, the fundamental equation in 
fiduciary accounting is: 


ASSETS= ACCOUNTABILITY: 


Fluctuations in the latter can then be 
recorded in accounts with appropriate 
titles indicating the nature of the cause 
of the change. Accountability so con- 
ceived must not be confused with busi- 
ness capital. Thus the payment of a 
debt does not affect capital in business 
accounting ; however, in fiduciary ac- 
counting the payment of a debt does 
reduce the accountability of the fidu- 
ciary. 


The Account of Proceedings 
and Schedules 


The last phase of the fiduciary’s ad- 
ministration of a decedent’s estate, is 
the accounting proceeding. In_ the 
course of this proceeding, the fiduciary 
submits to the court and those inter- 
ested in the estate, his account of pro- 
ceedings, or account, as it is more gen- 
erally known. The purposes of this 
proceeding are to settle the estate and to 
compensate and discharge the fiduciary. 
Obviously, these purposes cannot be 
satisfactorily accomplished without a 
full and orderly disclosure of the fidu- 
ciary’s conduct of the affairs of the 
estate. The logical starting point is his 
initial accountability for the funds and 
property that came into his hands. This 
must be supplemented by a detailed 
recital of any increases and decreases 
therein, thereby arriving at the final 
amount of his accountability. The lat- 
ter should be represented by a schedule 
of funds and property in his possession 
or under his control as of the last date 
included in his account of proceedings. 
The latter includes a caption, a recital 
of judisdictional facts, a description of 
the nature and content of each account- 
ing schedule, a summary of the ac- 
count, detailed schedules supporting 
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each item in the summary and the af- 
fidavit of the accounting party. It is the 
function of the professional accountant 
to analyze all the fiduciary’s transac- 
tions and to present them in the ac- 
counting schedules so as to constitute 
an orderly, clear and comprehensive 
report of the latter’s conduct of the 
estate’s affairs and the complete his- 
tory of his accountability. The schedule 
forms used are generally supplied or 
determined by the court in which the 
proceeding is instituted. In this regard, 
the conservatism of the legal process has 
its impact on accounting practice, for 
innovations or departures from estab- 
lished practice are generally discour- 
aged. 


I shall discuss the composition of 
these accounting schedules in the order 
and with the letter designation cur- 
rently used in the Surrogate’s Court of 
New York County for an executor or 
trustee. 


I shall prefix this discussion with the 
following general comments which are 
applicable to all the accounting sched- 
ules. Each schedule should begin with 
a proper title consisting of the name of 
the estate, schedule designation by let- 
ter and a description of its contents. 
Since the schedules are bound or stapled 
together at the top, it is desirable for 
convenience of reference to put the 
schedule letter and page number of the 
schedule at the bottom of each sheet of 
the account. Do not omit a schedule 
because there isn’t any information to 
be submitted on it; prepare the sched- 
ule, insert the word “None” and have 
the schedule signed by the fiduciary. 
Each schedule should be signed at the 
end by the fiduciary, and the word 
“Accountant” should appear immedia- 
tely under his signature. This term 
is not intended to signify that the fidu- 
clary is a professional accountant; it 
merely indicates that in this proceeding 
he is seeking to account for his steward- 
ship of the funds and property left in 
his care. If any questions arise which 
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have legal implications, they should be 
referred for determination to the at- 
torney for the fiduciary. The forms 
hereinafter presented should be ad- 
justed where necessary to conform with 
the requirements of the facts in each 
particular case. 


Principal Account 


SCHEDULE A “contains an itemized 
statement of all moneys and other prop- 
erty .. . belonging to the estate” which 
the fiduciary has received or over which 
he has control, together with any ac- 
crued income thereon to the date of 
death, all of which constitutes principal 
in his hands. This schedule lists the 
funds and property which in the ag- 
gregate measure the initial account- 
ability of the fiduciary. Immediately 
under the caption of this schedule, it is 
well to have a condensed summary of 
the total amount and kind of each as- 
set, followed by a detailed list of the 
individual items constituting each kind. 
Thus, the summary would list in totals 
the amounts of cash, stocks and accrued 
dividends, bonds and accrued interest, 
loans receivable and accrued interest, 
personal effects, etc. This should be fol- 
lowed, under separate captions, by 
detailed lists of bank accounts, stocks, 
bonds, ete. Each list should be ar- 
ranged alphabetically and each item 
should contain sufficient information to 
identify clearly the specific asset. In the 
case of a decedent’s estate, the inventory 
is valued, and accrued income com- 
puted, as at the date of death; in the 
case of a trust, it is valued as at the 
date of receipt. If the decedent had a 
margin account with a stock broker, a 
loan secured by collateral or real estate 
subject to a mortgage, the amount listed 
in this schedule in each case would be 
the net equity. This would be included 
in the base for the fiduciary’s commis- 
sion and constitute the amount of his 
initial accountability. 


The following headings are suggested 
for the assets indicated : 
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For Stocks: 


No. of Name of 
shares Corporation 
For Bonds: 
Face Name of 
Amount Debtor 


ScHEDULE A-1 lists “increases de- 
rived from capital assets whether due 
to sale, liquidation, distribution or for 
any other reason.” The total of this 
schedule represents an increase in 
accountability. When assets are dis- 
tributed to legatees, their value at the 


Inventory 
Class Par Value 
Interest Rate Inventory 
Type and Maturity Value 


date of distribution is the “amount 
realized”. The inventory value of a 
security which has been disposed of, 
should not include the accrued income 
at the inventory date. The data in 
this schedule may be presented as 
follows: 


Nature of Transaction 
and Description of 
Capital Asset 


Date of 
Transaction 


ScHEDULE B contains a statement of 
all decreases in the value of capital as- 
sets due to sale, liquidation, distribution, 
physical loss or damage or any other 


Inventory 
Value 


Amount 
Realized 


Increase 
reason. The total of this schedule repre- 
sents a decrease in accountability. The 
following columnar form is suggested 
for listing the data in this schedule: 


Nature of Transaction 
and Description of 
Capital Asset 


Date of 
Transaction 


SCHEDULE B-1 contains a statement 
of those capital assets which are not 
collectible with the reason therefor. The 
total of this schedule represents a de- 
crease in accountability. It is not suf- 
ficient to state that a receivable is un- 
collectible; the schedule should reveal 
what steps were taken to collect and 
the reasons for the failure. 

SCHEDULE C contains all administra- 
tion, funeral and other necessary ex- 
penses which have been paid and which 
are chargeable to principal. The total 


Inventory 
Value 


Amount 
Realized 


Decrease 
of this schedule represents a decrease 
in accountability. Items should be 
grouped chronologically under each of 
the above headings with sub-totals 
stated for each group as well as a grand 
total for the entire schedule. By statute, 
funeral expenses include a reasonable 
charge for perpetual care of the dece- 
dent’s burial lot, in addition to the other 
usual items for church services, a burial 
lot and a suitable monument. The in- 
formation for each item should be pre- 
sented in the following columnar form: 


Date of To Whom Paid 


Payment 


ScHEDULE C-1 contains all unpaid 
claims for administration, funeral 
and other necessary expenses, together 
with a statement of the basis for each 
claim. This schedule is informational 
and does not form a part of the sum- 
mary of the fiduciary’s account since 
it does not affect his accountability. 
If an estate were unable to pay these 
claims in full, administration expen- 
ses would be preferred over funeral 
expenses. 


720 


Nature of Expenditure 


Amount 


ScHEDULE D contains a list of all 
claims of creditors presented to or 
known by the fiduciary with a state- 
ment as to whether any are preferred 
and, if so, the basis therefor. This sched- 
ule is also purely informational and does 
not form a part of the summary of 
the fiduciary’s account which traces and 
measures his accountability. 


ScHEDULE D-1 contains a list of the 
estate's judgment creditors, giving 
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names of the claimants, general nature 
of the claim, amount of judgment, name 
of the court in which rendered and date 
of entry. This schedule is also purely 
informational and does not affect ac- 
countability. In the event of an in- 
solvent estate, judgments docketed and 
decrees entered against the deceased, 
not the f&duciary, while subordinate 
to administration and funeral expenses 
and taxes, are preferred, infer alia, in 
the order of priority of docketing, and 
take preference as a group over gen- 
eral creditors. 


ScHEDULE D-2 contains an itemized 
statement of the personal claim of the 
fiduciary against the estate. This may 
be paid only if allowed by the court, 
after the fiduciary has submitted his 
proof. The salutary reason for this rule 
is obvious. This schedule is informa- 
tional. Accountability will be ultimately 


affected only to the extent that the 
claim is allowed and paid. 


SCHEDULE D-3 contains a statement 
of claims disputed or rejected by the 
fiduciary and his reasons therefor. 
Since such creditors must be duly 
notified of the accounting proceeding, 
they are assured of an opportunity to 
appear and prove their claims. This 
schedule is also informational. Unless 
such claims are approved and paid, the 
amount of the fiduciary’s accountability 
is not reduced. 


ScHEDULE E contains a statement of 
all creditors’ claims which have been 
allowed and paid by the fiduciary. The 
total of this schedule represents a de- 
crease in accountability. This informa- 
tion can be conveniently presented in 
the following columnar form: 


Date of Name of Creditor 


Payment 


SCHEDULE E-1 contains a statement 
of all creditors’ claims presented to the 
fiduciary which have been allowed 
but are unpaid. There should be listed 
the names of the creditors, the general 
nature of the claims and whether any 
preference exists or is asserted. This 
schedule is informational and would 
be important in the case of an insolvent 
estate. 

SCHEDULE F contains a statement of 
the payments and distributions of the 
estate’s capital assets to those entitled 


Amount 
Paid 

thereto. It would be well to list in 
separate groups, general legacies paid 
in cash, general legacies paid in kind, 
specific legacies and legacies paid in 
kind out of the residuary estate. The 
distinction between distributions in 
cash and in kind is desirable in order to 
permit the preparation of separate cash 
and property reconciliation statements. 
The separate listing of specific legacies 
will facilitate the exclusion of their total 
in the computation of commissions. The 
following forms are suggested: 


Nature of Claim 


General legacies paid in cash: 


Date of Legatee and paragraph of 

Payment will containing legacy Amount 
General legacies paid in kind: 

Date of Legatee, description of property and 

Payrnent paragraph of will containing legacy Value 
Specific legacies : 

Date of Legatee, description of property and 

Delivery paragraph of will containing legacy Value 
Residuary legacies paid in kind: 

Date of Legatee, description of property and 

Delivery paragraph of will containing legacy Value 
1947 721 
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ScHEDULE G lists all new invest- 
ments of cash, exchanges of assets in- 
cluded in Schedule A and further ex- 
changes or reinvestments. This sched- 
ule is informational and does not affect 
accountability. The essential informa- 
tion may be presented in columnar 
form, and includes the date, cost and 
description of each new investment of 
cash and, in the case of exchanges, the 
names and description of the securities 
involved. 

SCHEDULE H contains an inventory 
of the capital funds and property on 
hand as of the last date included in 
the account of proceedings and is equal 
to the amount of the final accountability 
as to principal. To facilitate the prepa- 
ration of separate property and cash 
reconciliations, the inventory should be 
divided into cash, property contained 
in the original inventory and property 
subsequently acquired by the fiduciary, 
with sub-totals for each. Forms like 
those suggested under Schedule A may 
be used. 


Income Account 
SCHEDULE A-2 contains a list of the 
amount and date of all interest, divi- 
dends, rents and other income received. 
Separate money columns may _ be 
availed of for the listing of each type 


of income. In the case of rents, it will 
determine the base used for computing 
the additional commission payable for 
collecting this type of income. In listing 
all the income items, the usual proce- 
dure is to present them in chronological 
order. From an auditor’s viewpoint, 
however, it would be more desirable to 
list each capital asset and then enume- 
rate immediately below in chronological 
order all the income derived therefrom. 
This would considerably facilitate 
verification of the income receipts from 
each investment and present readily 
available totals for the comparison of 
the productivity of each asset. 

SCHEDULE C-2 contains a list in col- 
umnar form of the dates, payees, nature 
and amounts of all administration. 
maintenance and other expenses prop- 
erly chargeable to income. 

SCHEDULE F-1 contains a list in col- 
umnar form of the dates, amounts and 
names of those to whom all income pay- 
ments have been made. 

SCHEDULE H-1 contains a statement 
of the amount and nature of undistrib- 
uted income on hand, including un- 
collected receivables and property 
rights at the last date included in the 
account of proceedings. 

The Summary of the fiduciary’s ac- 
count would reflect the following: 


PRINCIPAL ACCOUNT 


CHARGES 
Original capital of fund (Schedule A) 


Increases on capital (Schedule A-1)... 


Total principal charges. . 


CREDITS 


$ xxx 


Realized decreases and losses on capital (Sched- 


Uncollectible items (Schedule B-1)... 


Administration and funeral expenses paid (Sched- 


Creditors’ claims paid (Schedule E)... 
Legacies or distributive shares paid (S 


Total principal credits... 


Principal balance on hand shown by Schedule H. . 
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INCOME ACCOUNT 


CHARGES 


Total income received (Schedule A-2).. 
Total income charges............. 


CREDITS 


Administration and maintenance expenses paid 


(Schedule C-2) 


istribution of income to beneficiaries (Sched- 


Jalance of undistributed income (Schedule H-1) 


The fiduciary also submits other 
schedules listing interested parties, 
showing the allocation of estate taxes, 
the computation of commissions, and 
any other facts affecting his adminis- 
tration, 

A voluntary accounting proceeding 
is commenced by the filing of a petition 
by the fiduciary, asking for a judicial 
settlement of his account, together with 
his account of proceedings. Notice of 
the proceeding, called a “citation”, must 
be served on unpaid creditors, the 
surety on the fiduciary’s bond, if any, 
and others interested in the estate. It 
is similar to the summons, service of 
which usually marks the commence- 
ment of a civil action. On the return 
day of the citation, the fiduciary may be 
examined in open court under oath by 
any party to the proceeding as to any 
matter relating to the administration 
of the estate or fund. Hearings are held 
and determinations made on any objec- 
tions to the account or requests for 
instructions. 


The Supplemental Account 
and the Final Decree 

In the intervening period between 
the last date included in the account 
of proceedings and the date when a final 
decree is made, the fiduciary continues 
to administer the estate, receiving and 
applying any funds or property he 
deems appropriate. This means that 
the final inventory of principal and in- 
come contained in Schedules H and H-1 
will be subject to change due to the 
transactions during this intervening pe- 
nod. To bring the account up to the 
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date of the decree, the fiduciary must 
submit a supplemental accounting in 
the form of an affidavit which lists all 
such transactions and indicates their 
effect on each schedule previously filed ; 
it also includes a revised summary 
statement of the principal and income 
accounts and the adjusted balances of 
sach, available for distribution. 

The decree is the final step in the 
accounting proceeding. It is the final 
order of the court granting the relief 
sought in the petition filed at the com- 
mencement of the accounting proceed- 
ing. It is similar to a judgment in the 
New York State Supreme Court. The 
decree embodies the revised summary 
of the fiduciary’s account as contained 
in the latter’s supplemental accounting. 
It is the court order that directs the 
final settlement and distribution of the 
estate. It also fixes the amount of the 
fiduciary’s commission and disposes of 
any disputed claims. Distribution will 
be ordered preferably in definite 
amounts stated in dollars and cents and 
not in participating fractional shares of 
a lump sum or an unstated balance. 
Likewise, the specific names of per- 
sons designated to receive amounts 
will be stated in the decree, rather than 
incorporated by reference to groups of 
persons,—like “the children of X”. The 
total sum so ordered to be paid and 
distributed to designated recipients, 
should equal the total of the balances 
on hand as reported in the revised 
summary contained in the supplemental 
accounting. Finally, the decree releases 
and discharges the fiduciary as to all 
matters embraced in the accounting. 
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Recent Decisions on the Law of 


Corpus and Income 
By Joun J. Traynor, C.P.A. 


Introductory 

When property is trusteed, either by 
will or deed, the donor makes a gift to 
two or more successive interests, Or- 
dinarily, the fund is intended to provide 
an income for life or limited term with 
the principal or remainder thereafter 
passing outright. 

The problem of keeping the life and 
remainder interests straight is not sim- 
ple. A general policy of favoring Prin- 
cipal over Income, although conserva- 
tive for the trustee, may produce incor- 
rect results and, moreover, may not ful- 
fill the donor’s expressed or implied 
wishes. As far back as 1897, Justice 
Cullen aptly said, “The equities of a life 
tenant to receive the whole income that 
may accrue during his tenancy are every 
whit as great as that of the remainder- 
men to have the corpus of the trust 
preserved unimpaired.” (Matter of 
Rogers, 22 App. Div. 428, 436). 

The widespread increase in the use 
of trusts and the consequent increase 
in litigation involving the rights of life 
tenants and remaindermen have in- 
fluenced our Legislature in enacting a 
number of remedial measures to provide 
definite accounting rules for certain 
types of problems. A number of these 
are embodied in Sections 17-a to 17-e 
of the Personal Property Law. It is im- 
portant to note the effective dates of 
each amendment and to observe that 
the provisions are not applicable if the 
will or trust agreement provide con- 


Joun J. Traynor, C.P.A., was 
elected to membership in the Society 
in 1928 and is Vice Chairman of the 
Society’s Committee on Fiduciary 
Accounting. He is associated with 
the law firm of Breed, Abbott & 
Morgan. 
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trarily. To some extent, this discus- 
sion will relate to said amendments. 


Accrual of Dividends on Stocks 


Since the last meeting of this Com- 
mittee, the Court of Appeals, in Jat- 
ter of Goldman, 295 N. Y. 609, has up- 
held the use of record date. The execu- 
tors were sustained in allocating to in- 
come cash dividends on shares of stock 
in two corporations declared prior to 
testator’s death but made payable to 
stockholders of record as of a date sub- 
sequent to death. Testator’s will con- 
tained no express intention as to 
whether the date of declaration or the 
record date should control in allocating 
such dividends, 

Following that case, the Legislature, 
effective March 26, 1946, added to the 
Personal Property Law, Section 17-e, 
which provides in essence that 

“Where shares of stock in a corpora- 
tion of this or any other state or country 
constitute part of an estate, trust, or other 
fund, and the allocation of any dividend 
thereon to principal or income, or between 
successive interests depends on the date of 
accrual thereof, *** the date of accrual of 
any dividend on such stock shall be the date 
specified by the corporation declaring such 
dividend as that on which the stockholders 
of record entitled to such dividend are to be 
determined *** or if there be no such date 
specified by the corporation, the date of the 
declaration of the dividend ***.” 


The rule applies to estates, trusts and 
other funds, whether established by will 
or other instrument effective before or 
after March 26, 1946 and is effective 
as to dividends received either before or 
after that date, except (a) that it shall 
not affect the allocation of any dividend 
which had been approved or directed 
by any judgment or decree or by agree- 
ment or release of the interested 
parties; or (b) if any such dividend 
shall have been distributed or paid over 
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in good faith by the executor or trustee 
receiving the same prior to March 26, 
1946 on the basis that such dividend 
accrued on the date of declaration, in- 
stead of the date of record, it shall be 
deemed to have accrued on the date of 
declaration. 


Stock Dividends v. Stock Split-Ups 


In estates and trusts created after 
May 17, 1926, and except as otherwise 
provided by the instrument, stock divi- 
dends on principal investments must be 
credited to Principal. (Personal Prop- 
erty Law, Section 17-a, Matter of 
Ryan, 294 N. Y. 85, 98). As to earlier 
wills and trust agreements, stock divi- 
dends may be required to be appor- 
tioned. (Matter of Osborne, 209 N. Y. 
450; City Bank Farmers Trust Co. v. 
Wylie, 273 N. Y. 304). 

However, some trust instruments 
provide that stock dividends be distri- 
buted to life beneficiaries as income, or 
that a trustee has discretionary power 
to do so. In such instances, it may be- 
come necessary to distinguish between 
a stock dividend and a stock split-up. 

This question has been passed upon 
within the past year in two separate 
construction proceedings in Estate of 
Jane B. Lissberger. (N.Y.L.J., July 
1, 1946, page 6, Opinion by Delehanty, 
Surr.; N.Y.L.J., April 9, 1947, page 
1378, Opinion by Collins, Surr.). In 
this estate the will authorized the 
trustees to pay over to the beneficiaries 
all dividends, whether stock dividends 
or otherwise, and directed that all divi- 
dends be regarded as income. 

The earlier construction involved two 
different transactions. In one the 
trustee held twenty shares of common 
stock of a corporation which distributed 
to its stockholders one additional share 
tor each four shares held. The corpora- 
tion described the distribution as a split- 
up. It made no transfer from Earned 
Surplus to Capital Stock. The trans- 
action merely multiplied the number of 
shares outstanding. It was held that 


the additional five shares were not in 
fact a dividend and, accordingly, not 
distributable as income but were to be 
retained with the original twenty 
shares as principal. 

In the other instance, the trustees 
received a distribution from a different 
corporation of 100 additional shares on 
200 shares already held. In this case 
the corporation in its resolution termed 
the additional shares a stock dividend. 
It transferred from Paid-in Surplus to 
Capital Account $5 for each newly 
issued share. Moreover, it could have 
declared a cash dividend out of the 
Paid-in Surplus. By reason of these 
circumstances, the court held the ad- 
ditional shares to be a stock dividend 
and, accordingly, deliverable to the in- 
come beneficiary as income. 


In the latter proceedings, distinction 
was made between a stock dividend and 
a stock split-up. 

In this case, the trustees received ad- 
ditional shares which the payor cor- 
poration characterized as a split-up. 
For each share held, one additional 
share was issued and for each such ad- 
ditional share a transfer was made from 
Capital Surplus Account to Common 
Capital Stock Account. The Capital 
Stock Account carried all of the Com- 
mon Stock at a value of $1 a share. No 
change was made in the Earned Surplus 
Account. 

The court held that the additional 
shares did not constitute a dividend and, 
accordingly, were to be retained as prin- 
cipal. It was pointed out that the fea- 
ture which distinguishes a stock divi- 
dend from a stock split-up “is the per- 
manent retention of earnings in the 
business through formal transfer of 
earned surplus legally available for 
dividends to capital account.! It was 
also noted that no proof was recorded 
that the corporation (organized under 
New York law) could have paid a divi- 
dend from the so-called Capital Surplus 
Account.? 

Therefore, in situations requiring a 


1 Cited, Paton, Accountant’s Handbook, 3d ed., page 1016. 
2 Cited, Randall v. Bailey, 288 N.Y. 280, Stock Corporation Law, sec. 58. 


1947 


725 


at 
ct 
in- 
on 
to 
ub- 
‘on- 
to . 
the 
Ling 
ure, 
the 
ora 
intry 
other 
dend 
ween 
te Of 
al of 
date 
such 
to be 
date 
the 
“3 


The 


distinction, the criteria would seem to 
be to some extent whether the corpora- 
tion characterizes the distribution as a 
stock dividend or a stock spht-up but 
more essentially whether the distribu- 
tion is merely a multiplication of shares 
with no change in the book value of the 
capital accounts—a pure split up; or the 
capitalization of surplus fegally avail- 
able for dividends—-a stock dividend. 


Amortization of Premiums on 
Bonds Purchased by Trustee 
which Contain an Option 
Permitting the Obligor to 
Redeem Them Prior to the 
Respective Maturity Dates 
Section 17-d of the Personal Prop- 

erty Law provides that as to trusts 
created under wills of persons dying 
after September 1, 1942 and _ trusts 
reated by deed or other instrument af- 
ter date, it is no longer necessary to 
amortize premiums on bonds_ pur- 
chased by a trustee, unless the instru- 
ment directs. 

As to earlier trusts, however, 
amortization of premiums on bonds 
purchased by trustees is generally re- 
quired. 

In a recent accounting proceeding, in 
an estate where decedent died prior to 
September 1, 1942 (Matter of Estate 
of Curtis A. Peters, N.Y.L.J., April 23, 
1947, page 1581, Collins, Surr.) objec- 
tion was taken to a trustee having 
amortized all bond premiums on the 
basis of maturity dates without regard 
to any call privileges contained in the 
bonds. The court held that the trustee 
should have amortized the premiums 


3 Cited, 
Matter of Brewster, 163 Misc. 


ext York Certified Public 


Matter of Stevens, 187 N.Y. 471, 475, 476, 477 
820 (1937). 


Accountant 


on the bonds to the respective call dates, 
taking into account the various. call 
prices specified in the bonds. This ruling 
applied to bonds which were actually 
redeemed prior to maturity and bonds 
still held by the trustee.’ 


Right of Estate of Deceased Life 
Beneficiary to the 3% Annual 
Payment in Mortgage Salvage 
Operation 
In J/atter of Edward I. Cole (N.Y. 

L.J., Dec. 10, 1946, page 1682, Grii- 
fiths, Surr.), in determining the amounts 
respectively allocable to principal and 
income by reason of a completed salvage 
operation, a question was presented as 
to the application of the 3% rule em- 
bodied in Section 17-c(2) of the Per- 
sonal Property Law.* 

Decedent's will created a trust from 
which his widow was to receive the in- 
come for life. after which the trust was 
to cease and the principal be distributed. 

It was contended that the estate of the 
life beneficiary was entitled to the pay- 
ment of 3% of the principal amount of 
the mortgage in any year in which the 
earnings equalled or exceeded 3% of the 
amount of the mortgage. No payments 
of income were made to the life benefi- 
ciary during her lifetime from the mort- 
gage or the mortgaged property. 

The court determined that Section 
17-c of the Personal Property Law has 
no application where no income from 
mortgage or the salvaged property has 
been paid to the income beneficiary dur- 
ing his or her lifetime, and that the 
income beneficiary accordingly was not 
entitled to any such payment.® 


(1907). 


Old Colony Trust Co. v. Comstock, 290 Mass. 377, 195 N.E. 389. 


2 Scott on Trusts, page 1337. 
36 Michigan Law Review, 514. 


4 Applies to mortgages held by estates and trusts created prior to April 13, 1940, except 


as to mortgage investments made by such estates and trusts after that date; 
“Net income during the salvage operation up to three per centum per annum 


Section 17-c(2)a, 


as stated in 


upon the principal amount of the mortgage shall be paid to the life tenant, * * *. The amount 
of all such payments shall be taken into account, however, in the apportionment of the pro- 
ceeds of sale and shall be charged against the share of the life tenant.” 


5 Cited, 
reversed on other grounds, 


294 N.Y. 321. 


726 


Matter of Culver, 57 en Supp. 2nd 598 (1944), aff'd. 268 App. Div. 972, 
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Recent Decisions on the Law of Corpus and Income 


It was directed that the net proceeds 
available from the salvage be allocated 
under the formula outlined in Matter 
of Chapal (269 N. Y. 464) and Matter 
of Otis (276 N. Y. 101). 

It should be noted that the doctrine 
of salvage applies only to a whole mort- 
vage or a participation or certificate 
of interest therein. 


Allocation between Principal and 
Income of Certain Securities 
Received by Trustees in Rail- 
road Reorganization Proceeding 
—Three Decisions 


1. \Watter of Estate of Robert G. 
Reese (N.Y.L.J., Feb., 24, 1947, page 
730, Delehanty, Surr.). Trustee held 
certain bonds of the Chicago & North- 
western Rwy. Co. at an inventory value 
of $23,495. The bonds went into de- 
fault and new securities were substi- 
tuted in a reorganization. The new 
securities were sold for about $18,000. 

3etween the time the new securities 
were received and their sale, such in- 
terest and dividends as were received 
were allocated to income. The proceeds 
of sale were all allocated to principal. 

The estate of deceased life tenant 
asserted that some of the sales proceeds 
should have been credited to income. 
The court held that the entire sales 
proceeds were properly credited to prin- 
cipal account, deeming the issue dis- 
posed of by the decision in Matter of 
Otis, supra. 

The Otis case involved, among other 
questions, the exchange by a trustee of 
a defaulted mortgage for bonds of the 
Home Owners Loan Corporation,: 
which bonds were sold later at a loss. It 
was held there that the exchange was 
not a salvage operation as in mortgage 
defaults but rather a sale or exchange; 
that the entire proceeds of sale belonged 
to and that the loss was to be borne 
by Principal. 

On subsequent application for re- 
argument on other grounds, the court 
reaffirmed its original decision (N.Y. 
L.J. June 26, 1947, page 2511, Dele- 
hanty, Surr.). 


* Matter of Thomas, N.Y.L.J., August 17 
1947 


2. Matter of the Estate of Herbert J. 
Carr (N.Y.L.J. March 25, 1947, page 
1158, Delehanty, Surr.) The question 
presented was whether any part of cer- 
tain securities received by the trustees 
on reorganization of the Wabash R.R. 
and the Chicago & Northwestern Rwy. 
Co. were allocable to income, and if 
so, when, 

It was stipulated by the parties that 
the securties in question were received 
for unpaid interest on the defaulted 
bonds. 

It was held that there must be cre- 
dited to income the securities received 
by the trustees which were earmarked 
and identified as representing defaulted 
unpaid interest* and that the specified 
securities were to be credited to income 


.as of the date they were actually re- 


ceived by the trustees. 

The latter point was of particular im- 
portance because of testator’s direction 
that his widow receive ‘all of the annual 
net income but not less than $1,000 
monthly. To pay such minimum it was 
necessary to invade principal in those 
years in which the trust earned a net 
income of less than $12,000. 

The court held that the trustees 
would not be justified in recouping 
principal payments by apportioning in- 
come payments on an accrual basis over 
prior years. 

It was also stipulated that upon re- 
ceipt of the “interest” securities the 
trustees had placed them in the prin- 
cipal of the trust and two years later 
sold them at a profit. 

The life tenant contended. that she 
was entitled to receive the profit on the 
theory that the securities belonged to 
her. 

The court held to the contrary for the 
rezson that what the trustees did in ef- 
fect was to transfer the securities from 
income to principal in return for cash 
made available to the income benefi- 
ciary. 

3. Estate of Edgar O. Aronstein 
(N.Y.L.J., July 14, 1942, page 109, 
Foley, Surr.). 

Trust held certain bonds of Spokane 


, 1944. 
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International Railway and a _ wholly 
owned subsidiary and on reorganization 
received bonds and common stock of 
the reorganized company in exchange. 

The court approved the trustees’ pro- 
posed allocation between principal and 
income of the new securities for the 
reason that recognition was accorded 
the unpaid interest on the old bonds 
up to the effective date of the plan and 
that such interest was placed on a parity 
with the principal. 

The latter decisions seem to indicate 
that where securities in a corporate 
reorganization can be related to or ear- 
marked as unpaid interest, the same 
may be allocated to income account 
(limited, however, to the extent of un- 
paid interest which had accrued during 
the period the old securities were held 
by the trust) while the first decision 
indicates that where the reorganization 
effects simply an exchange of principal 
securities the new securities go to Prin- 
cipal Account.® 


Prepaid Interest on Bonds 

From time to time, offers are made 
to bondholders to surrender their bonds 
in exchange for new bonds, usually at a 
lower rate of interest, and in connec- 
tion with some such exchanges, as an 
inducement, an interest bonus is paid 
beyond the redemption or exchange 
date and sometimes beyond the next 
interest date. The question of whether 
such additional interest should be cre- 
dited to income or principal does not 
appear to be fully settled. 

In \fatter of ‘Rockefeller, N.Y.L.J., 
April 7, 1944, page 1359, Foley, Surr., 
it was held that interest prepaid to the 
trustees on redemption of Triborough 
3ridge Authority and New York City 
Housing Authority Bonds constituted 
true income pavable to the life benefi- 
Clary." 


6 See also Matter of Shaffer. 178 App. Div. 


The court relied upon Federal tax 
rulings and upon the language of the 
will, presumably Article 14 thereof, 
which reads: 

“T direct my said Trustees to apply the 
entire income of all securities at any time 
held by them to the use of the beneficiary 
for whom they are held, irrespective of the 
price paid for them or of their market value 
at any time; it being my intention that no 
part of such income should be applied as a 
sinking fund to offset the gradual loss of 
the premiums upon, or market value of any 
such securities.” 


In Matter of Goldwater, 175 Mise. 
814 (1940) Delehanty, Surr.. where 
bonds were called for redemption at 
105 and interest extending for a num- 
ber of future periods, the court held 
that the interest from the last coupon 
date to the date of redemption belonged 
to income and that the premium paid 
for the privilege of redemption (infer: 
entially the interest in respect of the 
period beyond the redemption date) 
belonged to capital.8 

Until the point is fully settled, it is 
suggested that the question be resolved 
in accordance with the circumstances 
of each case, e.g., terms of the will or 
trust instrument, market value of or 
proceeds of bonds at redemption date 
in relation to cost and such other factors 
as might be pertinent. 


Depreciation of Real Estate in 
Trust and Amortization 
of Mortgage 
Re: Danziger’s Will, 58 N.Y.S. 2nd 
794 (1945), Modified 67 N.Y.S. 
2nd 130 (1946). 


Testator, at the time of his death, and 
another were each the owners of one- 
half the stock of an 81-family apart- 
ment house. The corporation was in- 
debted to both for a loan of about 


117, 165. N-Y.S.19, aff'd, 222 N.Y. :933. 


7 Cited, Matter of ne NOYES. Dec. 15, 1943, page 1773, Foley, Surr. 


Old Colony R.R. 


stoner 


284 U.S. 552: 


U. S. Treasury ect Ruling GC .M. 21, 890, C.B. 1940-1, page 85. 
U.S. Commissioner of Internal Revenue Ruling, July 24, 1940, pub. Prentice- 


Hall Capital Adjustment Service, 
8 Cited, [Vhittemore v. Beckmay, 2 Dem. 


par. 837, Dec. 24, 1940. 
275, 285. 


Scovel v. Roosevelt, 5 Redf. 121, 124, 128. 
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$50,000. About three years after testa- 
tor’s death, the corporation conveyed 
the property to the surviving stock- 
holder and the trustee of a trust under 
testator’s will, thereby extinguishing the 
debt. 

In his account, the trustee reported 
in the income schedule the sum of 
$8,850 as “profits withdrawn from the 
partnership owning 69-01 62nd St., 
Ridgewood.” The facts established that 
the profits realized on operation of the 
property on a cash basis were about 
$28,000 

The trustee contended that in com- 
puting the actual profit, a reserve of 
some $9,400 for depreciation and the 
sum of $10,000 paid in reduction of the 
principal of the first mortgage should 
be taken into account. 

Testator’s will provided : 


“T further instruct my executors and 
trustees to retain my interest in the apart- 
ment houses located in Ridgewood, Bor- 
ough of Queens, City of New York, and to 


9 Cited, Thorn v. DeBreteuil, 86 App. Div. 
N.E. 470. 


invest such additional monies in said hold- 
ings as may be required from time to time.” 


It was held that the amortization pay- 
ments were properly chargeable to prin- 
cipal and did not constitute charges 
against income and that “even if there 
was a direction in the will, which there 
is not, for a payment of income for 
amortization charges or payment of the 
entire mortgage such direction would 
be void as an accumulation of income.® 

As to depreciation, it was held that 
the rents which constitute income can- 
not be charged with a reserve to meet 
depreciation of the real estate.””!° 


Conclusion 


It is urged again that in each estate 
or trust dealt with, the will or trust 
instrument be studied carefully and 
that all points of law concerning which 
the accountant is in doubt be submitted 
to counsel for advice. 


405, 83 N.Y.S. 849, aff'd. 179 N.Y. 64, 71 


Hascall vy. King, 162 N.Y. 134, 56 N.E. 515, 76 Am. St. Rep. 302. 
Matter of Adler's Estate, 164 Misc. 544, 299 N.Y.S. 542. 

Matter of McLaughlin's Estate, 164 Misc. 539, 299 N.Y.S. 559. 
Matter of Kaiser’s Estate, 58 N.Y.S. 2nd 787, Foley, Surr. 


Real Property Law, §63. 
Personal Property Law, §11. 


10 Cited, Matter of Schummers’ Estate, 210 App. Div. 296, 301, 206 N.Y.S. 113, 117, aff'd. 


243 N.Y. 548, 154 N.E. 600. 


Smith v. Keteltas, 62 App. Div. 174, 70 N.Y.S. 1065. 


Matter of Chapman, 32 Misc. 187, 


66 N.Y.S. 235 aff'd. 59 App. Div. 624, 69 


N.Y.S. 1131, aff'd. 167 N.Y. 619, 60 N.E. 1108. 
Matter of Edgar’s Estate, 157 Misc. 10, 282 N.Y.S. 795. f 
Matter of Adler’s Estate, 164 Misc. 544; 556, 299 N.Y.S. 542, 558. 


Scott ‘on Trusts, Vol. 2, §239.4. 
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SUMMARY OF AMENDMENTS TO SECTION 17 OF THE 
PERSONAL PROPERTY LAW OF NEW YORK 


(Provisions noted are inapplicable where terms of will or 
trust instrument provide to the contrary) 


SECTION 


17-a 


17-b 


17-c 


EFFECTIVE 


As to trusts created by wills, 


deeds, or other instruments exe- 


cuted after May 17, 1926. 


As to estates of persons dying 


after April 24, 1931. 


(1) As to estates of persons dy- 


(2 


ing on or after April 13, 
1940 and to trusts created 
under a deed of trust or 
other instrument executed 
after that date and to invest- 
ments of mortgages there- 
after made by a trustee of an 
existing trust, whether testa- 
mentary or inter vivos. 


As to (a) estates of persons 
dying before April 13, 1940 
and (b) to mortgages on 
real property held by a trus- 
tee under an instrument exe- 
cuted before that date and 
(c) to real property ac- 
quired by foreclosure before 
or after April 13, 1940 in 
trusts created or mortgage 
investments prior 
thereto. 


SUBJECT 


Stock Dividends 


Stock dividends received by trusts on 
Principal investments form part of 
Principal. 


Estate Income 


Distribution of Income earned during 
period of estate administration not 
otherwise disposed of by will is dis- 
tributable pro rata among benefici- 
aries of residuary trusts and the other 
persons entitled to the residuary 
estate. None of such Income shall be 
added to the capital of the residuary 
estate, the whole or any part of which 
is devised or bequeathed in trust. 
Unless otherwise directed in the will, 
Income shall be payable to’ the life 
beneficiaries of trusts from the date 
of testator’s death. 


Salvage Operations 


Real property acquired by fore- 
closure or conveyance in lieu thereof 
shall become a Principal asset in lieu 
of the mortgage. The life tenant is 
entitled to the net income from such 
acquired real property and no appor- 
tionment of the proceeds of sale shall 
be made. 


The existing rules of procedure ap- 
plying to salvage operations as laid 
down in Matter of Chapal, supra, and 
Matter of Otis, supra, are continued. 
except as modified, and notably that 
Income earned during the salvage 
operation up to 3% per annum of the 
amount of the mortgage shall be paid 
to the life tenant ; the amount of such 
payments shall be taken into account 
in the apportionment of the proceeds 
of sale and shall be charged against 
the share of the life tenant. 


November 
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SECTION EFFECTIVE SUBJECT 
Amortization of Bond Premiums 
17-d As totestamentary trusts created Bonds or other obligations for the 
by wills of persons dying after payment of money forming any part 
September 1, 1942 and inter of the Principal shall be deemed Prin- 
vivos trusts created after that cipal at the inventory value, or if 
date. there be none at the market value at 
the time the Principal was estab- 
lished, or at their cost where pur- 
= chased later, regardless of their par 
a or maturity value; and upon their 
respective maturities or upon their 
‘ sale, any loss or gain realized thereon 
shall fall upon or inure to the Prin- 
cipal. 
ng 
ot Discount Bonds 
iS When any part of the Principal con- 
ci sists of a bond or other obligation for 
er payment of money, bearing no stated 
ry interest but redeemable at maturity 
be or a future time at an amount in ex- 
ry cess of the amount in consideration 
ch for which issued, the amount of such 
st. accretion earned during the period 
Nl, such bond or other obligation was 
fe held by the trustee, shall inure to 
te Income. 
Date for Accrual of Dividends 
17-e As to estates, trusts and other The date for accrual of dividends on 
funds established by will or other shares of stock forming part of an 
e- instrument effective before or estate, trust or other fund shall be 
ol after March 26, 1946. the date specified by the corporation 
eu declaring such dividend as the “date 
of record.” 
ch 
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A Review of Recent Decisions in Accounting 


forCommon Trust Funds 


By Orrin R. Jupp, C.P.A. 


HE common trust fund is a plan of 
Syn by corporate trustees 
under which the moneys of many small 
trusts, that cannot advantageously be 
invested separately, may be combined 
in a common fund, each trust being as- 
signed a proportionate share therein. 
Its use by trust companies and banks 
having trust departments has been au- 
thorized by law in a number of states, 
and the Federal Reserve Board on 
December 31, 1937, made effective a 
regulation permitting National Banks 
to establish common trust funds. In 


Orrin R. Jupp, C.P.A., has been 
a member of the Society since 1903 
and has served for several years on 
the technical Committee on Fiduciary 
Accounting. He was graduated from 
the School of Commerce, Accounts 
and Finance of New York Univer- 
sity, with the degree of B.C.S., in its 
first class, in 1902, and from the 
School of Law, with the degree of 
LL.B. in 1904. He was also admit- 
ted to the New York Bar in 1904. 
For six years he lectured on Bank- 
ing Practice in the School of Com- 
merce. 

His public practice has been main- 
ly in the field of banking, institutional 
and fiduciary accounting. He served 
in the Trust Departments of the. 
Knickerbocker, Columbia and Irving 
Trust Companies, retiring as a Vice- 
President of the latter in 1933. Since 
1935 he has been connected with The 
Kings County Savings Bank of 
Brooklyn, of which he is now Vice- 
President. 

He is Secretary of the Council ot 
New York University.’ He is a mem- 
ber of the Advisory Board of the 
School of Accountancy and Business 
Administration of Pace Institute. 


New York Section 100-c of the Bank- 
ing Law, adopted in 1937 and amended 
in 1943, authorized any trust company 
upon receiving permission of the Bank- 
ing Board to establish one or more 
common trust funds, to be known either 
as a legal common trust fund or a dis- 
cretionary common trust fund, for the 
investment needs, respectively, of trusts 
requiring legal investments, and trusts 
that do not limit investments to “legals” 
but leave them to the discretion of the 
trustee. Not more than $50,000 of any 
one estate or trust may be invested in 
a common trust fund. The law pre- 
scribes a type of notice of investment 
to be sent by the trustee to persons en- 
titled to share in the income or prin- 
cipal of the particular trust. 


The law provides that not less than 
twelve nor more than fifteen months 
after the date on which a common trust 
fund is established and _triennially 
thereafter, the trust company shall file 
an account of its proceedings in respect 
thereof “either in the office of the clerk 
of the Supreme Court in the county in 
which such trust company maintains its 
principal office or in the office of the 
surrogate of such county,” with a peti- 
tion for its judicial settlement setting 
forth a list of all the participating 
estates, trusts or funds. Notice of the 
filing shall be published not less than 
once a week for four successive weeks in 
a newspaper to be designated by the 
court, addressed generally, without 
naming them, to all parties interested 
in the fund and in the estates, trusts or 
funds mentioned in the petition, with- 
out setting forth the residence of any 
decedent or donor of any such estate, 
trust or fund, requiring all such parties 
to show cause on a day to be fixed by 
the court why such account should not 
be judicially settled. Upon the filing of 
the petition the court shall appoint two 
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competent and responsible persons, one 
to appear as special guardian and at- 
torney for each infant and incompetent 
not appearing by general guardian or 
committee, and for each other party 
known or unknown who does not other- 
wise appear in the proceeding, who has 
or who may thereafter have any inter- 
est in the income of the fund, and the 
other of such competent and respon- 
sible persons to appear similarly for 
parties who may have any interest in 
the principal of the fund. 

Five trust companies in the state of 
New York have established common 
trust funds, the Marine Midland in 
New York City, June 13, 1944, the 
Bank of New York, January 31, 1945, 
the Continental Bank and Trust Com- 
pany of New York, March 1, 1945, the 
Central Hanover Bank and Trust Com- 
pany of New York, January 31, 1946, 
and the Security Trust Company of 
Rochester, June 21, 1945. 


The Marine Midland Trust Company 
filed its first account as of July 31, 1945, 
in the Surrogate’s Court of New York 
County, and it was approved and judi- 
cially settled by a decree of Surrogate 
Delehanty entered April 2, 1946. 


The Bank of New York filed its first 
account in the Surrogate’s Court of 
New York County, with a petition ask- 
ing for its settlement and asking for 
instructions in respect of many matters 
affecting the operation of the fund, and 
Surrogate Delehanty, in an opinion 
printed in the New York Law Journal 
of December 5, 1946 (67 N.Y.S. (2nd) 
444) ruled on the questions asked and, 
also, on some points raised by the spe- 
cial guardians. This decision may well 
be taken as establishing a standard pro- 
cedure for the operation of common 
trust funds in New York. It is too 
long to be quoted in full but this review 
would be incomplete if it did not cover 
the main points of the decision. The 
Surrogate discusses generally the nature 

and legal background of the common 
trust fund and then deals with the ques- 
tions presented in this accounting. He 
Says: 
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“Allocation of Charges 


“The first question has to do with the 
charging of the expenses of the accounting 
and the time of such a charge. In this con- 
nection it is necessary to refer to subdivi- 
sion 4 of section 100-c of Banking Law 
and to Article X (8) of the Regulations 
of the Banking Board. These say that no 
commissions or.compensations can be taken 
by the corporate fiduciary for management. 
The Regulation says that nothing in the 
prohibition against management shall pro- 
hibit the payment of reasonable expenses. 
The first question is whether or not the 
expenses of an accounting are a ‘charge 
against such fund for the management 
thereof’ within the terms of the statute and 
the regulations. The court holds that the 
ordinary expenditure for the court account- 
ing which is prescribed by statute may be 
paid out of the common fund and is not a 
‘management’ charge. The special 
guardian appointed for principal account 
argues that the income account of the com- 
mon trust fund should bear some part at 
least of the expenses of the accounting. 
The special guardian for income contends 
that the charge must be borne wholly by 
principal. . . . The court is of the view 
that the charges must be borne wholly by 
principal account. The cost to principal is 
not great. If loaded even in part on income 
the burden would be disproportionate. But 
in any event the concept of the fund as an 
entity requires that the charge be made to 
principal and so the court rules.” 


“Time and Manner of Charging Costs 

“The next question concerns the time of 
making the charge. . . . It would be im- 
practicable to attempt to allocate the 
charges to the individual participations and 
the periods of time during which each in- 
vestor had a participation. .. . The simple 
and effective procedure is ‘to. make the 
charge operative at the date of the decree 
without any reserve and without any con- 
tributions from the participations thereto- 
fore withdrawn from the fund.” 


“Amortization of Bond Premiums 

“The next question has to do with the 
amortization of premiums paid on securities 
purchased by the operator of the common 
trust fund... . Having determined that no 
amortization is required in the case of a 
common trust fund the request for instruc- 
tions as to the method of amortization re- 
quires no answer.” 


“Treatment of Stock Dividends 

“The next point which requires discus- 
sion has to do with stock dividends. . . . 
The participant has only his interest in 
the fund and its income as established by 
the statute, the Banking Board Regulations 
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and the plan of operation of the fund. The 
placing of stock dividends in the capital of 
the fund is entirely valid. 


“Treatment of U. S. Bonds, Series G 


“Another problem is presented by the 
petition which asks whether participations 
in the fund may be paid for by the partici- 
pant by exchange of United States bonds, 
Series G, at par. The effect of a vali- 
dation of the practice is to bring in to the 
discretionary fund a volume of sound secu 
rities on which no loss can ever be sus- 
tained if the securities are held to maturity. 
The procedure followed by petitioner is 
sound and is approved by the court... .” 


“Permissibility of Participation 

“When individual accountings in indi- 
vidual estates or funds are had it will be 
appropriate to construe the underlying in- 
struments. Here the court should and does 
limit itself to ascertainment whether the 
trustee of the common fund has properly 
accounted for all of the assets received by 
it and has properly managed the fund so 
as to secure to participants their rights in 
principal and income thereoi.” 


The Continental Bank and Trust 
Company of New York filed its first 
account in the Surrogate’s Court of 
New York County and it was approved 
and settled by decree of Surrogate Col- 
lins, printed in the New York Law 
Journal of December 9, 1946, (67 
N.Y.S. (2nd) 206). 

The Central Hanover Bank and 
Trust Company of New York, whose 
common trust fund was_ established 
January 31, 1946, recently filed its first 
account in the Surrogate’s Court of 
New York County, and the account is 
at present under consideration by the 
Court. 

The Security Trust Company of 
Rochester filed its first account under 
Plan dated June 21, 1945, with petition 
for judicial settlement, in the Surro- 
gate’s Court of Monroe County in Sep- 
tember, 1946. The special guardians 
objected to the court’s jurisdiction on 
the grounds that the Trust Company 
has commingled in the fund moneys 
from inter vivos trusts and moneys from 
testamentary, trusts, and that the notice 
of application for judicial settlement 
was insufficient to meet the require- 
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ments of “due process of law” under 
both the federal and state constitutions. 
On April 30, 1947, Surrogate G. Robert 
Witmer of Monroe County dismissed 
the petition for lack of jurisdiction, 
stating that in his opinion the legislation 
enacted in connection with common 
trust funds was not sufficient to give 
the surrogate’s court jurisdiction over 
inter vivos trusts. On the question of 
the primary notice of investment in the 
common trust fund, which is intended 
to estop beneficiaries from objecting to 
such investment of their trusts, and the 
notice by publication of application for 
judicial settlement of the common trust 
fund, the Surrogate held that even 
though they were in strict compliance 
with the statute they were insufficient 
“to provide the kind of notice which 
the conscience of the people of the State 
of New York as expressed by the Con- 
stitution, the Legislature and_ the 
Courts, has heretofore always re- 
quired.” 


No doubt an appeal from Surrogate 
Witmer’s decision will be taken to the 
Appellate Division of the Supreme 
Court for the Fourth Department, and 
thereafter to the Court of Appeals, 
which is the highest judicial authority 
in the State of New York. However, 
there is a possibility that the same ques- 
tions may reach the court earlier 
through an appeal that has already been 
taken to the Appellate Division of the 
First Department from a decision of 
Surrogate Delehanty of New York 
County in the matter of the Estate of 
Ella J. Hoagland, reported in the New 
York Law Journal of May 27, 1947. 
In that case objection was made to an 
investment by the Bank of New York 
in its Discretionary Common Trust 
Fund, on the ground that a participa- 
tion in a discretionary common trust 
fund is not a security within the mean- 
ing of the will, which authorized the 
trustee “to invest in such other securi- 
ties besides those recognized by law as 
proper for trustees as my said trustee 
may deem wise and desirable.” The 
court held that such a participation is 
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in fact a security as that term is now 
understood, saying: 

“Shares in investment trusts are cur- 
rently bought and sold and are regarded in 
the market-place as securities. A common 
trust fund is an investment trust in effect.” 

A separate objection relating to the 
amortization of premiums paid for se- 
curities purchased by the common trust 
fund was overruled. The Court re- 
garded this objection as raising issue 
respecting the court’s jurisdiction over 
such a fund and respecting the effect 
of a decree settling an account for such 
a fund, and in conclusion said: 

“When it exercised jurisdiction under 
subdivision 10 of Section 100-c of the Bank- 
ing Law over an account by the trustee of 
a common trust fund this Court necessarily 
held that it was not going outside the juris- 
diction conferred on it by the legislature 
under constitutional authority. This view- 
point will be adhered to despite the high 
respect which this Court entertains for the 
writer of the opinion in Matter of Security 
Trust Company of Rochester, decided in 
Monroe County on April 30, 1947.” 

To the lay mind it seems that com- 
mon trust funds are in the public inter- 
est, because they make possible the 
satisfactory investment of trusts that 
are too small for banks to administer 
separately and they afford diversifica- 
tion, liquidity and economy of operation 


impossible to obtain in separate invest- 
ment. 

In any event it ought to be possible 
to overcome any legal objections to effi- 
cient accounting procedure for common 
trust funds either by judicial construc- 
tion or amendment of existing laws. 
The common trust fund was created to 
provide an economical form of invest- 
ment for small trusts. The Monroe 
County decision, which attempts to en- 
tangle it amid all the elaborate account- 
ing procedure of a separate trust defeats 
the purpose of the legislation. Notice 
that the investment has been made 
should charge the beneficiary with 
knowledge that the law prescribes a 
simplified form of accounting. Indeed, 
the opportunity-to file objections on a 
triennial accounting gives a beneficiary 
much greater rights than he would have 
against the directors of an investment 
trust in whose shares a trustee vested 
with discretionary powers might prop- 
erly invest trust funds. As to the objec- 
tion to the Surrogate’s jurisdiction, it 
seems captious to dispute his power 
when the Legislature has specifically 
authorized investing the funds of estates 
and trusts alike and has expressly au- 
thorized accounting in a Surrogate’s 
Court. 
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By Artuur B. Mott, C.P.A. 


HE following bibliography covers sidered to have doubtful value at the 
materials published during the past present time, but if reference thereto is 
fifteen years. Older items may be con- needed it is suggested that the Account- 
ants’ Index be used. References which 
deal principally with taxes have been 


Artuur B. Mott, C.P.A., is 
Chairman of the Society’s Committee 


on Fiduciary Accounting, Vice- avoided. 
chairman of the Committee on Ad- 
missions and a member of the Com- The bibliography is presented under 


mittee on Monthly Audits. He has] four main headings, as follows: 
been a member of the Society since 


1928, and has been a previous con- Periodicals and Services 
tributor to this publication. 

Mr. Moll is also a member of The Books (or parts of books) and 
New York Credit Men’s Associa- Pamphlets 
tion’s Committee on Cooperation ; 
with C.P.A’s. He is a partner of Articles—Authors’ Index 


H. E. Van Benschoten & Co. 


Articles—Subject Index 


PERIODICALS AND SERVICES 


CenTRAL Hanover Estate Butiettn (Monthly) 
A monthly digest of current decisions affecting New York decedents’ estates. 
Central Hanover Bank and Trust Co., New York, N. Y. 


EstaTE AND Tax News (Monthly) 
News and comments for the convenience of attorneys, concerning changes in tax laws 
and regulations, particularly those affecting personal income and estates. 


The Continental Bank and Trust Co. of New York, New York, N.Y. 


Fipuctary Reporter (Monthly) 
Current decisions on wills, estates and trusts. 
City Bank Farmers Trust Co., New York, N.Y. 
Trusts AND EstATES, THE JOURNAL oF CapiTaL (Monthly) 
A magazine containing articles and regular departments. 
Fiduciary Publishers, Inc., New York, N. Y. 
INHERITANCE AND TRANSFER TAX SERVICE 
Commerce Clearing House, Inc., New York, N. Y. 


INHERITANCE Estate & Girt Tax SERVICE 
Prentice-Hall, Inc., New York, N. Y. 


BOOKS (OR PARTS OF BOOKS) AND PAMPHLETS 


AccoUNTANTS HANDBOOK 
“Fiduciary Accounting”. 
The Ronald Press Co., 1943. 
CASTENHOLZ, WILLIAM B. 
“Trustees’ and Executors’ Accounts”, in his Auditing Procedure. 
La Salle Extension University, 1931. 
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“Estate Administration and Accounting”. 
Clark, Boardman Co., Ltd., 1940. 


Finney, H. A. 
the “Estates and Trusts”, in his Principles of Accounting: Advanced. 
Prentice-Hall, Inc., 1934. 
nt- GopripcE, Primus E., Anp Woop, Roy A. 
“Fiduciary Accounting”. 
lich New York University Press Book Store, 1931. 
een 


GRAHAM, WILLARD J. AND Katz, WILLIAM G. 
“Accounting for Decedents’ Estates and Trusts”, in their Accounting in Law Practice. 
Callaghan & Co., 1932. 
der GraNcE, WILLIAM J., StaAuB, WALTER A. AND BLACKForD, EuGENE G. 


“Wills, Executors and Trustees”. 
The Ronald Press Co., 1933. 


GREELEY, HArotp DupDLEY 


“Estate Accounting”. 
The Ronald Press Co., 1930. 


Harris, Homer I. 


“Estates Practice Guide”. 
Baker, Voorhis & Co., 1939. 


Kester, Roy B. 
“Estate and Trust Accounting”, in his Accounting Theory and Practice. 
The Ronald Press Co., 1933. 


LANGER, CuarLeES H. Anp GREELEY, HArotp DupDLEY 


“Accounting Principles and Procedure on Estate Accounting”. 
Walton School of Commerce, 1936. 


MonTcoMERY, Ropert H. 


“Decedents’ Estates”, in his Auditing Theory and Practice. 
laws The Ronald Press Co., 1940. 


New York State Laws 
“Surrogate’s Court Act of the State of New York, and the Decedent Estate Law of 
the State of New York.” ; 
Eagle Library, Inc., 1945. 
Noste, Howarp S., KARRENBROCK, WILBERT E., AND Simons, HARRY 


“Accounting for Estates and Trusts”. in their 4dvanced Accounting. 


Southwestern Publishing Co., 1941. 


SaxE, EMANUEL 


“Estate Accounting” (and cumulative supplement). 
The City College Book Store Press, 1939. 


“Review Questions and Problems on Estate Accounting”. 
The City College Book Store Press, 1939. 
SHERRITT, LAWRENCE W. 


“Accounting for Corpus and Income”. 
Published by the Author, 1937. 


Sommers, FRanK H. Simpson, LAURENCE P. 
“Trust Relationship”, in their Commercial Law. 
Alexander Hamilton Institute, Inc., 1947. 
STREIGHTOFF, FRANK Hatcu 


“Accounting: for Estates and Trusts”, in his Advanced Accounting. 
Harper & Brothers, 1932. 


ember § 1947 737 


4 
| 


The New York Certified Public Accountant 


Taytor, Jacop B. AND MILLerR, HERMANN C. 
“Accounting for Estates and Trusts”, in their Intermediate Accounting. 
McGraw-Hill Book Co., 1938. 


ARTICLES—AUTHORS’ INDEX 


ALLEN, CHESTER A. 
“Apportionment of foreclosed real estate as between capital and income”. 
New York Certified Public Accountant, June, 1941, p. 528-33. 


Arno_p, Nina Hupson 


“Accounting with variations”. 
Woman C. P. A., Oct. 1943, p. 129-30, 132. 


BarTHoLoMeEw, J. H., Jr., 
“Settlement of voluntary trust accounts; avoiding dangers in accounting by receipt 
and release”. 


Trusts and Estates, Dec. 1941, p. 647-9. 


Brewer, NELson J. 
“Streamlining fiduciary accounting”’. 
Trusts and Estates, Sept. 1943, p. 219-23. 


Briccs, L. L. 
“Distribution of interest between life tenant and remainderman”. 
American Accountant, May 1933, p. 145-9. 


BriLorr, ABRAHAM J. 


“Accounting system for a decedent’s estate”. 
New York Certified Public Accountant, Nov. 1945, p. 582-8. 


Core, Setu T. 


“Modernized law of decedents’ estates”. 
Brooklyn Real Estate Board, Inc-—1946 year book and diary, p. 181-5. 


Davis, Harotp T. 
“Compulsory fiduciary accounting ; disadvantages and benefits of annual filing discussed”. 
Trust and Estates, Aug. 1942, p. 165-6. 
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“Preparation of court accounts by a fiduciary; desirable practice and procedure”. 
Trust Companies, Nov. 1933, p. 491-7. 
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Gree._ey, HArotp Dubey, Eprtor 
“Allocation of proceeds of unproductive property”. (Legal notes) 
Journal of Accountancy, April 1938, p. 340-3. 


738 November 


Jt 


Jt 


La 


Leo 


19 


| 
1 
J 
Ks 
= 
= 


Ceipt 


e for 


of an 


mber 


A Bibliography on Estate Accounting, 
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“Apportionment of mortgage foreclosure proceeds”. (Legal notes) 
Journal of Accountancy, Jan. 1938, p. 71-5; Feb. 1938, p. 160-4. 


“Effective date of trust income’. (Legal notes) 
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“Summary of rules re allocation of extraordinary dividends”. (Legal notes) 
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Compensation Arrangements Today 
By GLENN O. C.P.A. 


NE of the major problems of cor- 
O porations today is to attract and 
hold men of outstanding managerial 
ability, and to provide them with in- 
centive to greater effort and assump- 
tion of larger reponsibilities. Finan- 
cial reward alone is not the complete in- 
centive. Love of work, pride in accom- 
plishment, and the associations with 
others are also important incentives to 
individual progress. However, while 
not the sole factor involved, in most 
cases financial reward must be, of ne- 
cessity, the greatest single attraction 
and incentive. Higher position creates 
heavier financial burdens for the in- 
.cumbent. 


The difficulty of solving this problem 
has been seriously magnified in recent 
years by the progressively mounting 
rate of income tax on increases in com- 
pensation. In order to reward an em- 
ployee fairly and adequately for the 
assumption of increased responsibility, 
his nominal or gross compensation must 
be increased by a greater amount than 
was previously considered appropriate, 
to enable him to defray an important 
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part of his greatly increased taxes as 
well as his other enlarged expenses. 
Without such treatment the incentive to 
advancement to a more important posi- 
tion is materially lacking. 

Now, for example, we shall consider 
the effect of the 1946 Federal Personal 
Income Tax on an employee receiving 
$10,000 gross compensation (assuming 
he is a married man with two children, 
taking the optional standard deduction 
of $500.) If the employee receives the 
$10,000 gross compensation he will re- 
tain $8,300 after personal income taxes, 
whereas the employee receiving $50,000 
gross compensation, five times as much, 
will retain about $26,200, or only three 
times as much. In order to increase by 
$10,000 the net compensation of an em- 
ployee who is now receiving $26,200, to 
compensate him adequately for the in- 
creased responsibility resulting from an 
important promotion, it would be nec- 
essary to increase his nominal, or gross, 
compensation from $50,000 to $90,000 
per year—an increase of $40,000, or 
four times the additional net compensa- 
tion derived by him. However, this 
raises the question— 


What Is Reasonable Compensation 


Reasonable compensation is another 
major problem of corporations today. 
As you know, it cannot include deduc- 
tions for payments to employees moti- 
vated merely by a desire to be helpful 
—that is, to aid a sick employee ; to re- 
duce an employee’s indebtedness; to 
make up his loss; or to distribute large 
corporate earnings. If they were to be 
allowed at all, such payments would 
have to be justified as ordinary and nec- 
essary business expense, customary in 
the trade or in the locality of the busi- 
ness. 

The proof of reasonableness of sal- 
aries is always a burden upon the Com- 
pany which pays them. In the past, the 
Treasury has been harsh in its reviews ; 


745 


P 


The New York Certified Public Accountant 


indeed, recent cases have indicated that 
the Courts are more inclined than the 
Treasury to take a liberal view as to 
what constitutes allowable compensa- 
tion. In this connection see the table of 
salaries allowed by The Tax Court at the 
end of this article. While different facts 
govern in each case and various types of 
businesses are involved, a study of the 
table may be rewarding to discover 
what percentages of sales were involved 
as salaries, what dividend policies, if 
any, were pursued, and so on. 

In analyzing the cases for principles 
involved, it would appear that some of 
these might be stated as follows: 


1. If the compensation was paid by a fam- 
ily or closed corporation, the amount of 
salary allowed would be dependent on 
the following factors: 

a) The income, growth and volume of 
the business; the duties and abilities 
of the individuals. 
the services actually rendered by the 
individuals. 

The Company’s success was bound 

up closely with the abilities of the 

individual. 

If salaries bore any relation to stock- 

holdings, they may be suspect as 

disguised dividend payments. 


2. In the instances where salaries do bear 
a relation to stockholdings, it might be 
deduced that : 

a) The salaries would be approved if 

the amounts were related as well to 
the responsibility and character of 
the services performed. 
Understandings as to bonus arrange- 
ments have existed for years to give 
bonuses when profits were earned. 
This would be particularly true of 
growth corporations where it has 
been desirable to plow back profits 
for expansion of the business. 
3. Even though compensation arrange- 
ments were made at or near the close 
of the fiscal year, the amounts would be 
allowed if they represent reasonable 
payments for services actually ren- 
dered. 


b 


4. In the cases where no dividends were 
paid and. the salaries themselves were 
high, the tests to be applied would be: 
a) Does a substantial surplus remain 

after payment of the salaries? . 


b) Is there any relationship between. 


stockholdings and salaries? In this 
instance, the disguised dividend test 
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again would apply. In the absence 

of such a “disguise,” the salary pre- 

sumably would be allowed to stand. 

5. The test of salaries and salary ranges 

within an industry is always an impor- 

tant one. If competitors are paying 

similar salaries, this in itself would 

seem to be de facto evidence that the 
salaries were reasonable. 


Recent Rulings and Observations 

In the case of the Eagle Office Equip- 
ment Co., 5 T.C.M. 967 (1946), the 
taxpayer was in the business of selling 
stationery, office equipment and sup- 
plies. The corporation had established 
a policy of paying its president a salary 
plus a commission. In the year under 
question, the Tax Court allowed the 
president a salary of $7,000 plus com- 
missions of $38,000. This total remu- 
neration of $45,000 amounted to sev- 
eral times what the president had 
earned before and the Commissioner 
argued that the large increase in income 
was made possible only by the wartime 
sellers’ market. 

The Tax Court, in deciding against 
the Commissioner, expressed the view 
that the merchandise, despite easier 
selliug conditions, still had to be sold, 
that the large sales of the president 
were due to his personal efforts and 
good connections with manufacturers— 
the contacts with manufacturers, of 
course, being particularly valuable dur- 
ing the war years. From one view it 
would seem the president reaped the 
benefits of prior years efforts during 
which time he presumably devoted 
much effort to building up connections 
which served him well in later years. 
Possibly this is what the Court had in 
mind when it allowed the liberal com- 
pensation. 

Another situation that many of us 
have run into recently is in connection 
with retroactive bonuses and wage in- 
creases to compensate for lower salaries 
under the wartime salary stabilization 
acts. Retroactive bonuses can often be 
substantiated if buttressed by some of 
the arguments stated above, but some 
agents seem to have taken the position 
that wartime wage ceilings not only 
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placed a statutory maximum on salaries 
but also established the reasonableness 
of those salaries as well. Therefore, if 
a salary’s reasonableness estab- 
lished, any retroactive adjustment is 
perforce unreasonable and the salary 
should not be allowed as a deduction. 
We still do not know what will be 
the outcome of the Treasury Agents’ 
attitude; it would be my opinion that 
their argument stands on very weak 
ground, It would seem good judgment 
to contest any such decisions either un- 
til a more definitive policy is laid down 
from the top or until litigation settles 
the argument one way or the other. 


Some of the results of the litigation 
concerning wartime profits and salaries 
are just beginning to filter through to 
us. Admittedly these were dispropor- 
tionate, particularly when viewed with 
the 1930s as a standard, and it is more 
or less to be expected that. the Com- 
missioner will attempt to upset bonus 
payments, even though based on long- 
standing contracts, where he thinks the 
bonus paid to be excessive. The case of 
the Locke Machine Co. (T.C. #8582) 
is a good one in point. 


The Locke Machine Company had a 
profit sharing plan that went back to 
1927. Its method was first to set aside 
a percentage of profits either to pay 
dividends or to increment surplus and 
then to pay out as bonuses to four exec- 
utives thirty per cent of the amount re- 
maining after this segregation. In 1941, 
due to the influx of war business, the 
Company earned three times as much as 
it had in 1939. The bonuses paid to 
officers likewise increased proportion- 
ately although their duties were only 
nominally greater. Despite this long- 
standing percentage bonus contract, the 
Tax Court ruled that the compensation 
paid must ‘still meet the test of reason- 
able salaries, and in so ruling, seemed 
to create a new concept of tax law. The 
Court stated in part: “The condition of 
this taxpayer was very similar to that 
of practically all concerns engaged in 
similar businesses in the United States 
and if this taxpayer can deduct inflated 
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salaries which are based upon abnormal 
war profits because such compensation 
resulted from a long established policy 
of the taxpayer corporation, then the 
requirement that all salaries must be 
ordinary, necessary and reasonable has 
not been observed, and the Govern- 
ment, at a time when it needs tax in- 
come most vitally, will be unjustly de- 
prived of such income.” 

In the past, court decisions, however 
miust we might have disagreed with 
them, seemed to have been based on 
hard-headed business reasons. In the 
case of the Locke Machine Co., the 
Court seems to be swinging off onto a 
semi-socialistic tangent which looks to 
the greater good of the greater number 
rather than to be adhering to the good 
old capitalistic philosophy of “Every 
man for himself, and the devil take the 
hindmost.”” Similar arguments that 
“the government needs the money” can 
be induced in many instances, but they 
would seem inconsistent with a literal 
interpretation of the law. 


Here is another recent case which, 
while not concerned with the establish- 
ment of reasonable salaries, does illus- 
trate the fact that once a salary has been 
paid, it cannot be repaid with benefits 
taxwise in later years. In 1941, a cor- 
poration paid its three officer-stock- 
holders salaries which in 1943 were 
disallowed in part. The corporation, 
upon paying the additional tax neces- 
sitated by the disallowance, discovered 
it was left with a deficit. In order to 
correct this condition, the officers paid 
back enough of their ‘‘excessive” sal- 
aries to turn the deficit into a surplus. 
Having thus taken care of the corpora- 
tion’s financial affairs, they then at- 
tempted to set their own in order by 
filing refund claims for their personal 
income taxes paid on the excessive sal- 
aries in 1941. The Circuit Court ruled 
against any recovery of taxes, holding 
that salary paid in one year and repaid 
in a later year is taxable to the em- 
ployee even though the salary was ex- 
cessive and the corporation was not 
allowed a deduction for a portion of it. 
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What our men should have done, 
of course, had they been gifted with 
foresight rather than hindsight, was to 
have repaid the salary in 1941, the 
same year in which the excessive 
amount would have been paid. Had 
they done so, they would have avoided 
the double tax on both their disallowed 
salaries and on the corporation’s in- 
come. 


Importance of Payment of Salary 
Accruals 


We are all familiar with the tax 
avoidance stratagem of former years 
whereby a corporation on the accrual 
basis could deduct accrued salaries due 
its majority stockholder-employee ; the 
employee, being on the cash basis and of 
generous nature, would never press the 
corporation for payment, and hence 
he would not have to pay any tax on 
the salary deducted by the corporation. 
The Section 24 (c) closing of this 
loophole has laid down the rule that 
the deduction is forfeited if the ac- 
crual is not paid to the cash basis tax- 
payer within two and a half months 
after the end of the corporation’s fiscal 
year. Out of this ruling, too, has grown 
a series of litigations and rulings as to 
what constitutes payment and construc- 
tive receipt. 

The two-and-a-half month rule en- 
compasses not only salary payments but 
applies to all types of expenses and all 
types of taxpayers. Furthermore, the 
obligation must be owed by the accrual 
basis taxpayer to a “related taxpayer.” 
When we speak, then, of “related” tax- 
payers, we get into a whole new series 
of definitions, to say that “related” tax- 
payers include the following: 

1. An individual and a corporation in 
which he owns, directly or indirectly, 
more than 50% of the stock. 

Members of the same family. 

3. Two corporations, one of which is a per- 
somal holding company, in which more 
than 50% of the outstanding stock is 
owned by the same individual. 


4. Certain grantors and fiduciaries, and 
fiduciaries and beneficiaries. 


ty 
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In passing, I might note that there 
have been cases where the deduction 
was allowed even though the accrual 
was not paid on time. In view of what 
I have just said regarding constructive 
receipt, it is probably better to hew to 
the exact letter of the law rather than 
to rely on the cases that are the ex- 
ceptions and then perhaps be forced 
into expense litigation. Probably the 
soundest procedure would be to bor- 
row money to make the payment if the 
cash were not available to pay the ac- 
crual. If it were possible to borrow the 
money, an alternative procedure is to 
give a note in payment. Would this 
pass the test of Section 24 (c)? It is 
my opinion that it would—if the note 
were given before the end of the cor- 
poration’s fiscal year. On the other 
hand, a note given at a time falling 
between the close of the fiscal year and 
the time of filing would not seem to 
constitute “constructive receipt” and 
the corporation would not be entitled 
to a deduction for what in this instance 
is the accrued salary of an officer-stock- 
holder. 


Deferred Compensation 

Where a corporation desires to re- 
ward a worthy emplovee upon his re- 
tirement or withdrawal from the busi- 
ness and at the same time give him the 
maximum amount of “take home” pay, 
a*plan of deferred compensation very 
often can be worked out. Such a plan 
would have real advantages to the em- 
ployee although conversely the cor- 
poration would lose the benefit of a 
present day deduction or else be forced 
to make the payment either when tax 
rates were lower or even when profits 
were non-existent. 

To illustrate how this plan might be 
worked to an employee’s advantage, 
consider the case of the executive with 
no dependents drawing a salary of 
$20,000 a vear. His company wishes 
to give him a bonus of another $20,000 
upon his retirement. Let us assume 
further that other income offsets ex- 
emptions and deductions. If this bonus 


November 


we 
su 
he 
on 
hit 
sig 
$2 
Hi 
to 
+4 
or 
of 
cor 
thi: 
cel] 
we 
of 
to. 
| as 
tho 
is 1 
the 
a li 
of t 
pric 
to ¢ 
tior 
ices 
me! 
Sto 
tive 
of 
thei 
tion 
has 
fave 
taxe 
4 the 
valt 
sucl 
pre: 
taxe 
Con 
Zz 19, 


Compensation Arrangements Today 


were given to him immediately (as- 
suming no change in today’s tax rates), 
he would pay an income tax of $18,753 
on his total income of $40,000, leaving 
him net compensation of $21,247. 

Now, suppose his company fore- 
sightedly agrees to give him his usual 
$20,000 salary, plus five payments of 
$4,000 each over the next five years, 
His income tax on the $20,000 amounts 
to $6,897, while his tax on the five 
$4,000 payments will amount to $798 
per year for five years, a total of $3,990, 
or total taxes paid over the period of 
$10,887. This constitutes a net saving 
of $7,866 to the employee. 

In our tax thinking, we are again 
confronted with the problem of whether 
this will constitute “constructive re- 
ceipt” of income. In this case I believe 
we can state with a reasonable degree 
of certainty that an employer’s promise 
to pay in the future will not be treated 
as income constructively received even 
though a financially stable corporation 
is making the promise. Furthermore, 
the Treasury also seems inclined to take 
a liberal view of the “reasonableness” 
of bonuses paid for services rendered in 
prior years, and would not be inclined 
to disallow such bonuses as tax deduc- 
tions, when viewed in the light of serv- 
ices rendered over the entire employ- 
ment period. 


Stock Options 

As a means of giving valued execu- 
tives additional compensation and also 
of tying their services securely into 
their company, the device of stock op- 
tions has been used by corporations. It 
has been hoped that the executives 
favored with stock options would pay 
taxes at ordinary rates only between 
the option price and the fair market 
value at the time the option was given. 
Any further increase in value until 
such a time as the option was exercised 
presumably would be capital gain and 
taxed at a maximum 25 per cent rate. 

The Supreme Court, in the case of 
Commissioner vs. John H. Smith,! has 


(1) 324 US 177. 695 (1945), 
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upset this reasoning by holding that 
the difference between the option price 
and the fair market value of the stock 
at the time the option was exercised, is 
ordinary income and taxable as such. 
The Court construed that the option 
was granted as additional compensation 
and hence there should be no dif- 
ferentiation between compensation re- 
ceived in cash and that received in cor- 
porate stock. Without presuming to 
question the Court’s decision, it is, 
nevertheless, apparent that few em- 
ployees would be able to pay income 
taxes at rates running up to 86.45 per 
cent without selling some of the stock 
which had been given them as ad- 
ditional compensation. 


Indeed, as we go to press, the news- 
papers are carrying the story that 
Darryl F. Zanuck, vice-president of 
Twentieth Century-Fox Film Corpora- 
tion, is planning to sell on the open 
market 100,000 shares of this com- 
pany’s stock which he acquired under 
an option. Mr. Zanuck acquired his 
option in 1940 when the stock was sell- 
ing for $10,625 per share. The option 
gave him the right to buy the shares at 
$13.00 per share; he exercised this op- 
tion on July 15, 1946, when the market 
price was $51.50 per share. He is sell- 
ing today at a time when the quoted 
market price is $27.75 per share. What 
will the Treasury’s attitude be on this 
transaction? It is possible they will 
endeavor to hold that the 100,000 
shares were compensation and that Mr. 
Zanuck should pay income tax on the 
difference between the option price of 
$13.00 and the value of $51.50 at time 
of exercise of the option—a tax on 
$3,850,000 of income. If this were 
held to be compensatory income, then 
Zanuck presumably would today have 
a capital loss on the difference between 
the $51.50 and the market price of the 
stock at time of offering. If this 
$3,850,000 were ordinary income, it is 
no wonder Zanuck has to sell his stock 
to pay taxes! 

What, then, is the ‘solution to this 
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Seylla-Charybdis dilemma of the 
Court’s adamant determination to tax 
stock options at ordinary rates? One 
possibility, at least, would be the adop- 
tion of the Surrey plan to place all tax- 
payers on a tax footing equal to that 
enjoyed by residents of the community 
property states. This would afford 


some relief at least to executive-bene- 
dicts, but would leave bachelors in the 
same tax predicament as now. Yet 
what bachelor deserves sympathy? Al] 
the unmarried ladies in the country 
would doubtless echo the same thought, 


“It serves them right.” 


SALARIES ALLOWED BY THE TAX COURT 


Net Salaries 
Profits 
After 
Officers’ 
Sales Salaries Deducted Allowed 
- Tax (000 (000 Dividends Paid No. of forthese for these 
Type of Business year omitted) omitted) (000 omitted) Officers. officers officers 
Manufacturer of 
electrical heating 
equipment 1941 222 41 1 $ 56,000 $ 40,000 
Industrial engineering 1941 Sf ay 1 19,000 19,000 
Automobile sales and 1942 248 6 2 23,000 18,000 
repairs 1941 653 12 2 29,000 18,000 
1940 553 2 21,000 15,000 
Manufacturer of soft 1943 133 1 2 24,000 16,000 
drinks 1942 117 7 2 18,000 16,000 
Lumber and steel 
dealer 1941 2,000 (6% on all stock) 1 45,000 45,000 
Manufacturer of 
machines and tags 1941 669 295 (“Substantial” amounts) 2 72,000 72,000 
Engineering 1940 2,700 312 50 2 200,000 120,000 
construction 1938 1,700 223 2 200,000 120,000 
Coal mining 1941 3,000 31 3 64,000 25,000 
Building construction 1941 2900 28 1 50,000 25,000 
1940 1,600 48 1 50,000 25,000 
Marine construction 1941 18,900 466 2 = 126,000 96,000 
and dredging 1940 4,900 228 Zz 73,000 59,000 
Manufacturer of 1942 1,900 289 22 4 124,000 99,000 
steel castings 1941 1,300 177 20 4 117,000 91,000 
1940 70061 9 4 63,000 63,000 
Cotton goods converter 1941 5,800 196 4 94,000 71,000 
Manufacturer of tin cans 1941 179 28 4 27,000 22,000 
3roker and shipping 
agent 1941 3,000 60 2 141,000 120,000 
Processor of meat 
sausages 1940 252 4 3 45,000 33,000 
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New York State Tax Clinic 


Conducted by BENJAMIN Harrow, C.P.A. 


Corporations Subject to 

Article 9A Tax 

The franchise tax is a tax on the 
privilege of exercising a corporate fran- 
chise. Therefore as soon as articles of 
incorporation have been filed, the state 
has granted a charter to this newly 
created entity to be a corporation, and 
the corporation is subject immediately 
to a franchise tax. It remains subject 
to this tax as long as it remains in exist- 
ence, even though it does not engage 
in any activity. A domestic corpora- 
tion would thus be subject to some 
franchise tax even though all of its 
business were carried on entirely out- 
side New York. This is the substance 
of Article 130 of Regulations 9A which 
is based upon Section 209.1 of the law. 

This liability for the franchise tax 
continues at least until the corporation 
has been dissolved. The actual date of 
dissolution is the date on which the 
certificate of dissolution has been filed. 
After that date a corporation may be 
engaged in activities concerned with 
liquidation, that is disposing of its 
assets, paying liabilities and distributing 


BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928. He is a Professor of Law at 
St. John’s University. Mr. Harrow 
taught accounting at The College 
of the City of New York from 1919 
to 1924. He has been a member of 
the American Institute of Account- 
ants since 1922 and is a member of 
the New York Bar. He is presently 
serving on the Society’s Committees 
on Federal Taxation, State Taxa- 
tion, Cooperation with the State 
Education Department and_ Its 
Agencies, and Cooperation with the 
Bar. Mr. Harrow is engaged in 
general practice as a certified public 
accountant in his own office in 


New York City. 
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the net assets to the stockholders, with- 
out being subject to tax. Liquidating 
activities do not constitute doing busi- 
ness. However, if the corporation after 
filing its certificate of dissolution does 
engage in business for profit it is still 
subject to a franchise tax. 

The foreign corporation is in a 
somewhat different category. It be- 
comes subject to the franchise tax only 
if it actually does business in New York. 
While the law requires a foreign cor- 
poration to qualify in New York if it 
means to carry on business here, it is 
nevertheless subject to the tax even 
though it does not qualify formally. 
As a matter of fact, most cases before 
the State Tax Commission involving 
foreign corporations are concerned 
with corporations that have not quali- 
fied in New York, but whose activities 
are deemed by the Tax Commission 
to constitute such doing of business as 
to be subject to tax. 

Now a foreign corporation may carry 
on interstate activities and not be tax- 
able on what it does in New York. In 
addition, certain activities are specifi- 
cally exempt and may be carried on 
in New York without being subject 
to tax. For example, the foreign cor- 
poration may maintain bank accounts 
in New York. It may keep securities in 
a safe deposit box in New York or 
with a broker for safekeeping, provided 
the broker is a member of a recognized 
security exchange. It may own mer- 
chandise which is held in New York 
by an independent factor on consign- 
ment for sale. It may even maintain 
a sales office of salesmen in New York 
for the solicitation of orders, provided 
the orders are accepted outside the state 
and the merchandise is shipped from 
a factory outside the state. 

A foreign corporation is required 
each year to file form 245 C.T. which 
describes the nature of its: activities in 
New York. This enables the Tax 
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Commission to determine whether the 
activities constitute doing taxable busi- 
ness in New York. It has not been 
the practice of the Commission to notify 
the foreign corporation that on the 
basis of form 245 C.T. it is not subject 
to tax. If that is its determination, it 
merely takes no further action. Is it 
then necessary to file form 245 C.T. 
each year? The law itself does require 
an annual filing, but as a_ practical 
matter, it is not necessary to file this 
form each year, unless the activities 
of the foreign corporation have changed 
in any way. 


Doing Business in New York 


The regulations (Article 141) enu- 
merate eight factors that will guide 
the Tax Commission in determining 
whether a foreign corporation is doing 
taxable business in New York. The 
mere ownership of real property in 
New York constitutes doing business. 
The nature and extent of the activities 
in New York compared with its activi- 
ties elsewhere is another factor. This 
factor is aimed at those more or less 
quiescent corporations organized out- 
side the state with a statutory office 
say in Delaware and the little activities 
required being carried on in New York. 
The holding company is vulnerable by 
this yardstick. The location of its offices 
and other places of business is a factor, 
but a statutory office is not an office 
or permanent place of business outside 
the State. The employment in New 
York of agents, officers and employees 
is another criterion. But it should be 
noted that if such agents and employees 
are part of a sales office, the corporation 
may be doing only an interstate busi- 
ness and on that ground alone it will 
not be taxed in New York. 


Whenever a definition of doing busi- 
ness is attempted, reference is made to 
continuity, frequency and regularity of 
activities. As a further criterion these 
are compared with the activities outfide 
the state to determine taxability in 
New York. In the case of many foreign 
corporations, particularly holding com- 
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panies, activities may not be continuous 
or frequent or regular and this criterion 
may not be final. Such a corporation 
might then land in the taxable class 
under another criterion, the purposes 
for which the corporation was organ- 
ized compared with its activities in 
New York. 

It is the policy of the Tax Commis- 
sion to make periodic investigations to 
determine whether any foreign corpo- 
rations are doing business in New York 
and not filing tax returns. Directories 
in office buildings are scanned for this 
purpose, as are telephone directories. 
Any newspaper publicity concerning a 
foreign corporation becomes a lead to 
the ever vigilant Commission. 


Calendar and Fiscal Years 

The law and regulations permit the 
filing of reports on a calendar year 
basis or on the basis of a fiscal year 
ending on the last day of any month 
other than December. The calendar 
vear basis is required if the corporation 
does not keep books, or if it keeps 
books on the basis of any period ending 
on any day other than the last day of 
a calendar month. 


If a taxpayer changes its basis from 
a fiscal year to a calendar year, it is 
required to file a return from the close 
of its old fiscal vear to the following 
December 31st. If the change is from 
calendar year to fiscal year, a return 
is required from the close of the old 
calendar vear to the close of the new 
fiscal year. The regulations (Article 
210) state that for purposes of the 
franchise tax the same basis is required 
as the taxpayer uses for federal income 
tax purposes. Since the franchise tax is 
imposed for all or any part of each 
calendar. or fiscal year, a corporation 
that dissolves, merges, consolidates or 
otherwise surrenders its charter is sub- 
ject to a tax for the period from the 
close of its last fiscal or calendar vear 
to the date of dissolution. 

A corporation may cease to be tax- 
able under Article 9A because of a 
change in classification. For example 
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a change in its activities may require 
it to be taxed as a real estate corpo- 
ration. In this situation, too, a final 
return as a business corporation will 
be due for the period up to the date 
it ceases to be subject to tax under 
Article 9A. 


Computation of Tax— 
Entire Net Income 


While entire net income may be the 
basis for the tax, there are important 
adjustments by way of additions and 
deductions that are permitted. The law 
and regulations state that entire net 
income is presumably the same as the 
net income which the taxpayer reports 
for federal income tax purposes with 
certain enumerated adjustments. Sub- 
sidiary income is excluded entirely from 
entire net income. The principal item 
of this kind would be dividends on 
stock of corporations in which the 
parent company owns a majority of the 
stock. Excluded also is fifty percent of 
all dividends on stock in which the 
ownership is less than a majority. 

Capital gains on subsidiary capital 
would like wise be deducted. The de- 
duction for the franchise tax itself 
requires an adjustment. Under the 
federal law the franchise tax computed 
on the current report being prepared 
is deductible on the accrual basis. 
Under the franchise tax law this is not 
an allowable deduction in arriving at 
entire net income, but the franchise tax 
based on the period immediately pre- 
ceding the period covered by the report 
is deductible. The credit allowed 
against the federal income tax under 
Section 31 of I.R.C. for foreign income 
taxes is allowed as a deduction in 
arriving at entire net income, provided 
such taxes are allocable to income being 
included in entire net income. 

Income exempt from federal income 
tax. such as interest on state and certain 
federal obligations, is not exempt from 
franchise tax. Such income is thus 
added to entire net income. The fran- 
chise tax law does not allow a deduction 
for net operating losses of other years. 
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Since gains on subsidiary capital are 
not includible in entire net income, 
losses likewise must be eliminated from 
the tax base. 


Foreign corporations organized out- 
side the United States are not taxed 
federally on income from sources out- 
side the United States, but for franchise 
tax purposes such income must be 
included in the tax base of entire net 
income. Consequently some portion of 
such income will be allocated to New 
York under the allocation formula and 
subject to franchise tax. 


A Word on Accounting Methods 
of Reporting Income 


The law and regulations of course 
approve the accrual or cash basis of 
reporting income, and the Commission 
generally requires a taxpayer to use the 
same basis used for federal income tax 
purposes. However, in the case of 
building, installation or construction 
contracts, the Commission for years has 
looked with disfavor on the method 
used by many taxpayers, and acceptable 
by the federal taxing authorities, of 
reporting such income on the completed 
contract basis. Under old Article 9A 
it was possible for such a taxpayer to 
work on a contract for several years, 
pay a minimum franchise tax each year 
and in the year of completion of the 
contract when the profits would be 
reflected, dissolve before November 1, 
the beginnig of the old privilege year, 
and thus avoid substantial taxes. While 
this type of avoidance is no longer 
possible, the Commission may under 
the law (Section 208.9(d)) and the 
regulations (Article 313) determine 
the year in which any item of income 
or deduction is to be included, regard- 
less of the method of accounting used 
by the taxpayer. This it will do in 
the case of taxpayers in the construc- 
tion business reporting on a completed 
contract basis by requiring such tax- 
payers to report the income on the 
basis of percentage of completion in 
each year. 
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Returns Covering a Period 
of Less than Twelve Months 


Taxpayers, particularly foreign cor- 
porations, under a 1945 amendment in 
the law are given equitable treatment 
in this situation. This provision of the 
law is usually applicable to a foreign 
corporation that qualifies to do business 
in New York some time during its 
fiscal or calendar year, say March 1, 
1946. Assume that the corporation had 
filed its federal return for 1946 on a 
calendar year basis and reported a net 
income of $70,000. After making the 
relevant adjustments to determine 
entire net income for franchise tax 
purposes, the tax base is then prorated 
for the ten month period, by getting 
the average monthly income and mul- 
tiplying this by ten. This of course 
results in a lower tax base. 

The latter adjustment is also per- 
mitted where the tax is to be computed 
on business and investment capital. The 
rate of tax is one mill on each dollar 
of total business and investment capital 
allocated to New York. The values to 
he placed on such capital are average 
fair market values of the net assets used 
in the business, prorated to the period 
of time covered by the report. 


The Tangible Property Factor 
in the Allocation Formula 


A taxpayer who has a regular place 
of business outside New York will not 
be taxed on 100° of its entire net 
income. On the basis of an allocation 
formula a portion of the income will 
not be taxed, the law thus giving recog- 
nition to the fact that the taxpayer is 
doing an interstate business that should 
not be subject to tax by New York. 
One of the factors in the allocation 
formula is real and tangible personal 
property. Actually, the ratio of such 
property in New York to all such 
property becomes one of the percent- 
ages that will determine how much of 
entire net income will be allocated to 
New York. 

The regulations provide that only 
property owned by the taxpayer is 
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considered in determining this precent- 
age. There is no attempt to define real 
property. It may thus become impor- 
tant for a taxpayer who does not own 
real property, but who leases and im- 
proves it to know whether the value 
of such leasehold and improvements are 
to be considered as real property. The 
taxpayer who gets.a tax benefit from 
the exclusion of such an item from the 
allocation formula will of course not be 
too deeply concerned. But occasionally 
the Commission spots a situation where 
it would like to include such an item in 
the property to be allocated to New 
York. In such a case it should be noted 
that it was the intention of the tax 
advisory group that worked on new 
article 9A to exclude leaseholds and 
improvements from the property factor 
In the last analysis the taxpayer would 
have to rely on the general law of real 
property for a determination of what 
the term includes. If the term were 
broadened in order to increase the 
New York allocation fraction it could 
easily boomerang and cause the Com- 
mission much grief in those cases where 
a taxpayer leases real property outside 
New York and thus is enabled to reduce 
the percentage of income allocable to 
New York. 


Interstate Commerce— 
Gross Receipts Tax 


Several weeks ago the New Mexico 
Supreme Court rendered a decision in 
the case of Albuquerque Broadcasting 
Co. v. Bureau of Revenue on the issue 
of the extent to which a state may tax 
interstate activities. The opinion 1s 
especially interesting in that it reviews 
the important U. S. Supreme Court 
cases on this issue decided in recent 
vears. The tax involved was one on 
the gross receipts of any person engaged 
in the business of conducting radio 
broadcasting stations. The court held 
that the state could not tax ali the gross 
receipts. To do so constituted an undue 
discrimination against interstate com- 
merce. Only receipts attributed to local 
broadcasts are taxable and those con- 
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sisted of local advertising broadcasts 
which originated locally but were heard 
without the state. Non-taxable were 
receipts from programs emanating out- 
side of New Mexico and picked up by 
the radio station from telephone lines ; 
and also national advertising programs 
broadcast by means of transcriptions 
by wire pick up from without the state, 
and from records sent from without 
the state. 

The court held that local advertising 
constituted intrastate business or that 
the advertising of local business to 
secure local business was a taxable 
event that could be reached by the state. 


New York City Real Estate Tax— 
Accrual Date for Income Tax 
Deduction 
The accounting concept of accrual is 

at variance with the legal and tax con- 

cept. When real estate is sold, an 
adjustment is customarily made be- 
tween buyer and seller for real estate 
taxes based upon the accountant’s con- 
cept of accrual. From a tax standpoint 
the deduction for such taxes depends 
upon the date the legal liability for the 
tax accrued. After much litigation on 
this point the Supreme Court finally 
ruled that the tax accrued when it 
became a lien or when the owner 
became personally liable for the tax 

(Magruder v. Supplee 316 U. S. 394). 

Therefore, if the buyer paid the tax 

after such date he could not take a 

deduction for it. Such payment as to 

him represented a capital expenditure 
by way of an additional cost of the real 
estate he purchased. 

In a recent Tax Court case (Adda, 
Inc. v. Commissioner, 9 T.C. 33), the 
Court held that the New York City real 
estate tax becomes a lien when due and 
payable. In this case the buyer pur- 
chased the property on August 5, 1940. 
He paid the tax for the fiscal vear 
Tuly 1, 1940 to June 30, 1941 in Octo- 
her 1940, The lien attached on October 
1, 1940, and so the buyer could accrue 
the entire tax, since he owned the 
property on that date. Presumably the 
state would follow the same rule. 
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Interest on Delinquent Franchise 

Taxes—Union Fabrics, Inc. 

In this case, the State Tax Commis- 
sion had filed a claim in bankruptcy 
for franchise taxes due. The referee 
had allowed interest on the claim from 
the due date to date of payment. On 
review it was held that interest should 
be allowed only to the date of filing the 
petition in bankruptcy. Where the 
power to pay is suspended by law, no 
one should gain or lose by the delay. 
That apparently is the general bank- 
ruptcy rule. 


When Does the Franchise Tax 
Accrue as a Deduction? 


Last month we discussed the Durst 
Production Corp. case (8 T.C. #158) 
which held that the franchise tax under 
new Article 9A accrued at the close of 
the base year, which measures the tax, 
at least for the transition years 1943 
and 1944. 

In a subsequent Tax Court case, 
Central Investment Corp. (9 T.C.: 
+17), the Court holds that the Cali- 
fornia Franchise tax accrues during the 
privilege year, even though it is based 
upon income of the preceding year. 
This decision appears to overrule the 
Durst case. In the Central Investment 
case the Court held that no liability for 
the tax is incurred until the taxpayer 
actually does business during the privi- 
lege vear. In the Durst case, however, . 
the Court held that the tax based on 
income for the fiscal year ended May 
31, 1944, accrued on the last day of 
that vear rather than on November 1, 
1944, the first day of the privilege 
period for which the tax was paid. It 
should be noted in this connection that 
the 1944 change in Article 9A provided 
for a dissolution tax which would have 
subjected the taxpayer to a tax in the 
same amount had the taxpaver dis- 
solved at anv time after Mav 31, 1944. 
Tt is probably this factor that led the 
Tax Court to decide in the Durst case 
that the tax accrued on May 31, 1944, 
instead of on November 1, 1944. Both 
decisions could have set forth this dis- 
tinction more clearly. Instead the opin- 
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ions are quite hazy on this point and 
taxpayers will remain in a state of 
uncertainty until another case comes 
along for further clarification. 


When Is Income from a 
Partnership Taxable? Calendar 
or Fiscal Years 


Husband and wife had been filing 
joint returns on a calendar year basis. 
On April 1, 1946, the husband forms 
a partnership with B. The partnership 
adopts the fiscal year basis for reporting 
income, its first accounting year being 
for the period ending March 31, 1947. 
Up to the date of the formation of the 
partnership both husband and wife 
were employed and received income in 
the form of salaries. How would they 
report their income for 1946 and 1947? 

For the year 1946, husband and wife 
would be taxed only in their salaries, 
the husband on the salary he received 
up to April 1st and the wife on what- 
- ever she received during the year 1946, 
A partner is taxed on his distributive 
share of the net profit of the partner- 
ship. If the partnership is on a fiscal 
vear basis the partner is taxed on his 
distributive share of the profit of the 


partnership for the fiscal year ending 
within his calendar or fiscal year. Con- 
sequently the husband will not be tax- 
able on any income from the partnership 
for the year 1946, but in 1947 he will 
be taxed on his distributive share of the 
partnership profits for the period from 
April 1, 1936 to March 31, 1947. 

A further question is asked : Suppose 
the partnership dissolved on March 31, 
1947, and the husband continues the 
business as a sole proprietor. How 
would the husband report his income 
from the sole proprietorship ? 

Since the hubsand is on a calendar 
year basis he would report the income 
from. the business for the period from 
April 1, 1947, to December 31, 1947, 
in 1947, The sole proprietorship does 
not have the partnership’s fiscal year. 
If the hubsand wished to adopt a fiscal 
year for the business he would have 
to obtain permission to change his basis 
for reporting income from the calendar 
year to the fiscal year. It should be 
noted that under the facts stated the 
husband in 1947 would be taxed on his 
share of the partnership which covered 
a full year’s operations plus his income 
from the business for the next nine 
months. 


Christmas Seals 
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Accounting at the S.E.C. 


Conducted by WiLttiAM W. WERNTz 


CCOUNTING rules and regulations 
At: the S.E.C. are rarely promul- 
gated until after the Commission has 
first made public a draft of the rule 
and invited the submission of comments 
by all interested. Officials of the Com- 
mission have many times urged ac- 
countants to participate in the rule 
making process by commenting, orally 
or in writing, on both the substance 
and draftsmanship of staff proposals. 
More important, they have urged 
accountants to make recommendations 
from time to time for desirable addi- 
tions or changes. Some accountants 
have done this on their own initiative. 
A good many more have done so as a 
result of specific requests addressed 
to them, usually by the Chief Account- 
ant. There has, however, been a ten- 
dency in recent years to leave all such 
matters to committees of the national 
and sometimes the state societies. Such 
committees have always given gener- 
ously of their time and effort and the 
Commission has again and again called 
attention to the importance and value 
of their contributions. 

Committee comments, however, 
sometimes lack the flavor and fervid- 


W. Werntz, formerly 
Chief Accountant of the S.E.C., is 
now associated with Touche, Niven, 
Bailey & Smart, C.P.A.’s. 

Mr. Werntz is a graduate of Yale 
University and of Yale Law School, 
and is a member of the Connecticut 
Bar. He was formerly an instructor 
of accounting at Yale University and 
Yale Law School. He was also an 
accounting consultant to the O.P.A. 
and the Treasury Department. 

Mr. Werntz is the author of 
numerous articles which have 
appeared in technical accounting 
publications. He is Vice-President 
of the American Accounting As- 
sociation. 
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ness of comments by an individual who 
has given a problem some thought or 
grappled with.an issue in a particular 
case. A letter of comment or recom- 
mendation from such an_ individual, 
stating in as succinct a way as possible 
the particular reasons for his approval 
or disapproval of a Commission pro- 
posal or for the suggestions being made, 
can be an important and very useful 
part of the rule making process—and 
the reasons given are generally much 
more important and helpful to the 
Commission than a mere statement of 
agreement or disagreement. 

Accountants, we think, ought to take 
greater advantage of such invitations, 
both as a public service and in the 
interests of their profession. 


The most interesting development of 
recent months was the release on Sep- 
tember 25th of the Commission’s find- 
ings and opinion in the matter of Globe 
clircraft} Corporation, Securities Act 
Release No. 3255. A registration state- 
ment covering preferred stock of that 
Corporation became effective on March 
18, 1946, and the securities were sold 
within two or three weeks thereafter. 
The present proceedings cancelled the 
effectiveness of the registration state- 
ment. In the interval the company, as 
a result of an involuntary petition, had 
been adjudicated a bankrupt and its 
assets had been sold by the trustee. If 
nothing else, the case gives point to 
the fact that the Commission neither 
approves nor disapproves securities 
registered with it under the 1933 Act. 
All kinds and grades of securities can 
be and have been registered. Contrary 
to statements sometimes found in print, 
if the required information about a 
security appears to be fully and fairly 
set forth, the Securities Act provides 
no basis on which to prevent its regis- 
tration and sale; no matter what the 
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conviction of the administrative body 
may be as to the merits of the invest- 
ment. Appraisal of the risks and of 
the opportunity offered are fortunately 
left in the prospective buyer’s hands. 
Moreover, while the papers filed are 
examined with a view to finding and 
having corrected any apparent inaccu- 
racies Or omissions, this process sup- 
plies no absolute assurance that state- 
ments and data, valid on their face, 
may not actually be misleading or 
untrue. The basic responsibility for 
fairness and accuracy of presentation 
still rests on those who should best 
know the facts—the issuer and its 
officers and directors, together with 
those who permit their names to be used 
as experts. 

The issues in the Globe case were 
three: first, whether the reporting of a 
loss of approximately of $17,000 for the 
month of January, 1946, was mislead- 
ing due to a failure to disclose the 
possibility that additional losses were 
inherent in the closing inventories; 
second, whether the information as to 
certain notes payable was misleading 
because of failure to disclose that the 
amount had increased by some $200,000 
at the effective date over the amount 
at February 6, 1946, the latest date at 
which an amount was given for such 
notes in the registration statement ; and 
third, whether a_ misrepresentation 
existed in that the statement made as 
to the manner in which the proceeds 
were intended to be used was so at 
odds with the condition of the company 
that the company could not have 
intended so to apply the proceeds. 

For the present, we confine ourselves 
to the first issue, since the others are 
of less direct significance to accounting, 
as such. 

The registration statement included 
certified income statements for the 
vears 1943, 1944, and 1945. In addi- 
tion, statements for the + months ended 


December 31, 1945, and for the month 


of January, 1946, were set forth -as 
part of the description of sales and 
earnings. The 4 months’ statement was 
introduced by this language, “The 


figures . .. in the statement of income 
for the four months ended December 
31, 1945 have been taken from the 


_audit (sic) statement of income pre- 


sented herewith by ........, indepen- 
dent public accountants, and are sub- 
ject to and should be read in conjunc- 
tion with that statement, the notes 
thereto, and the accountants’ certifi- 
cate.” For the year 1945 as a whole, 
a profit of $398,855 was shown; for the 
last four months of 1945, a loss of 
$541,604 including therein (as shown 
in a footnote) an inventory write-down 
from “cost” to “replacement” value of 
about $439,000. Of the $439,000, it 
appeared that $56,000 represented 
excess of cost of raw materials over 
replacement value, $39,000 represented 
excess of cost of tooling over replace- 
ment value, and $344,000 represented 
excess of cost of work in process over 
replacement value — the latter figure 
being arrived at by comparing with 
Globe’s cost of production the average 
prices charged by a subcontractor in 
manufacturing planes for Globe. The 
income statement for January, 1946, 
(unaudited) showed a loss of $17,000 
and made no reference to the existence 
or non-existence of further losses on 
inventory. 


The record also showed that a post- 
effective amendment was filed on July 
1, 1946, giving supplemental income 
data for the morith of February, 1946. 
Such amendment stated that the net 
loss for February “before adjustment to 
work in process inventory” was $19,752 
and that the net loss “after adjustment 
to work in process at February 28, 
1946” amounting to $267,248 was 
$287,000. The Commission’s opinion 
goes on to say that: 


“The hearing officer . . . observed that 
the write-down of $439,000 was a recogni- 
tion that Globe’s manufacturing costs, at 
least for the last four months of 1945, 
‘were out of line and that the excess had 
to be considered as an operational loss.’ 
He found that ‘similar excess costs tor 
work in process inventory continued to be 
incurred throughout January as well as 
February 1946,’ and that the management 
was cognizant of such costs, which were 
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subsequently recognized as losses in the 
company’s accounts, but with respect to 
which there was no disclosure either in 
connection with the January statement 
itself or in any other part of thé registra- 
tion statement. The hearing officer ¢on- 
cluded that an adequate exposition of the 
company’s earnings should have included, 
at the very least, a footnote disclosing that 
the January statement, unlike the statement 
for the last four months of 1945, did not 
include provision for inventory losses 
which, although then not precisely deter- 
minable, were probably inherent to the 
same relative extent as shown at December 
31, 1945.” 


In approving the hearing officer's 
findings the Commission said: 


“(the underwriters) contend that under 
accepted accounting principles it was not 
required that a further write-down be made 
of inventory at the end of January. Par- 
ticipants challenge the hearing officer’s 
conclusion that the inventory write-down 
represented an operational loss on the 
ground that an actual profit or loss depends 
upon the price at which the planes manu- 
factured from the work in process inven- 
tory are ultimately sold and not upon the 
replacement cost of the inventory. 


“These arguments, however, do not 
refute the basic principles underlying the 
hearing officer’s conclusion that it was 
materially misleading to omit any reference 
to inventory losses in the January state- 
ment. The question here is not whether 
from an accounting standpoint there should 
have been an actual inventory write-down 
in January, but whether the existence of 
additional inventory losses of which the 
management was cognizant, should have 
been disclosed. A full and fair presentation 
of the company’s financial status would 
have required that this condition be 
brought to the attention of investors. 
Similarly it is immaterial whether or not 
an inventory write-down is viewed as an 
operational ‘loss. The significant fact is 
not whether the loss has in fact been actu- 
ally realized by sale, but that the loss has 
accrued and is inherent on the basis of 
the company’s current operations. The 
tact, pointed to by (the underwriters), that 
Globe in a statement of income and earned 
surplus for the two months ended Febru- 
ary 28, 1946 (not contained in the registra- 
tion statement) which showed January and 
February profit and loss figures separately, 
reflected an inventory write-down only 
for February, is not proof that no inven- 
tory losses were properly attributable to 
January. This statement merely shows 
that the losses inherent in January were 
formally recognized by the company as of 
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February 28, 1946, and, as already indi- 
cated, the propriety of making an actual 
write-down on the company’s books is not 
determinative of the adequacy of the 
disclosure made in connection with the 
January statement. 


“The question here is not one of account- 
ing procedure whereby a corporation makes 
certain accounting adjustments at specified 
times thereby giving formal recognition 
to the cumulative effect of prior operations. 
Our inquiry is directed to the problem 
whether, in connection with the public 
offering of securities, adequate disclosure 
of the company’s financial condition is 
furnished if the company merely shows the 
carrying value per books of its inventories 
without indicating the existence of losses 
inherent in its operations due to non-re- 
coverable costs incurred in acquiring those 
inventories. We do not believe that under 
such circumstances the disclosure standards 
of the Securities Act are met where inves- 
tors are presented with financial statements 
which merely reflect the carrying value 
ot such inventories without disclosing that 
such carrying value contains costs which 
on the basis of present indications would 
not be recovered. The failure to disclose 
the existence of such facts creates a mis- 
leading picture ‘of the company’s position 
and operations. 

“Moreover, the possibilities for mislead- 
ing investors in this respect were greatly 
emphasized by the fact that the figures for 
the last four months of 1945 contained 
specific reference to inventory losses for 
that period; the obvious implication from 
the failure to make any reference to such 
losses for the month of January 1946 was 
that there were no similar losses in the 
latter period. As we have indicated, this 
implication ‘was wholly false.” 


The published material includes both 
the hearing officer’s recommended deci- 
sion and the Commission’s formal opin- 
ion reached after both sides had an 
opportunity to criticize the hearing 
officer’s proposed decision. With minor 
exceptions, the Commission adopted 
the recommended opinion. 


On the basis of the Commission’s 
findings (1) that a loss existed; (2) 
that a large part of the loss was attrib- 
utable to January operations; (3) that 
the company knew of the probable loss 
and (4) that the amount involved was 
material, there is no escape from agree- 
ment that the reporting of.a January 
loss of $17,000, with no disclosure or 
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even comment on the inventory situa- 
tion, was improper as a matter of 
accounting principle and as a matter of 
sound reporting technique. It 1s note- 
worthy that the audited statements 
reflected and disclosed an inventory 
write-down, whereas the unaudited 
statements were silent on the point. 
The opinion’s criticism is thus directed 
only at the January unaudited figures. 
It further appears, however, that the 
December write-down was effected fol- 
lowing conferences with the Commis- 
sion’s staff beginning in February of 
1946, 

A point of particular interest in the 
opinion is its rejection of the argument 
’ that any write-down of inventory would 
be largely offset by a resulting claim 
for tax refunds and would thus be 
relatively immaterial. To use figures: 


There was testimony in the record that 
at least $100,000 of the February write- 
down was applicable to January and 
there would be a probable tax refund 
of 72% of that amount. On that basis, 
the loss from operations in January, 
on sales of about $670,000, would have 
been $117,000 before giving effect to a 
related tax refund of, say, $72,000, 
It would seem pretty clear that dis- 
closure of the larger operating loss and 
the offsetting tax adjustment gives quite 
a different slant to the month’s business 
than does a statement in which only 
the net effect is shown, or one in which 
(as in the instant case) both the write- 
down and the refund are omitted from 
consideration. Even an undisclosed off- 
setting in such a case comes perilously 
close to the prohibition established in 
the Aylsant case of unhappy memory. 
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The Taxpert 


By Lewts Gruick, C.P.A. 


ast night Mrs. Gluick served meat- 
loaf for dinner. It tasted good. 
Mrs. G. is an excellent cook. But when 
we raided the icebox at eleven ten last 
night and ate some of it cold, it tasted 
even better. So this morning, with dead- 
line approaching and current cases 
scarce, we raided our files and herewith 
present the cold left-overs. Let us 
know how you like them. 


Information Please! 

Something new to the Shoptalker 
is the “owelty’” found in the case of 
Meyer, 46-1 USTC §9128 and 46-1 
USTC $9332 (Orphans’ Court, Alle- 
geheny County, Penn.) What does it 
mean? Our dictionary does not have 
it. But our memory does recall the old 
yarn about a Cockney in the Canadian 
forests. A shriek pierced the night. 
“Wot's that?” queried the Cockney, 
trying to show no fear. “That’s an owl,” 
said the native. ‘I know,” said the 
Cockney, “but ’oo is ’owling?” 

In September, 1932, the Shoptalker 


reviewed a book by H. F. Taggart en- 


titled “Realty Leases & Income Taxes”. 
We expressed a favorable opirion of 
it. Will somebody tell us if it has been 
brought more nearly down to date? If 
the publisher will send us a recent 
edition, we will not only appreciate it, 
but pay for it. If there is any other 
recent, authoritative text on the subject, 
please tell us. We need it. 


Do You Know What You’re Talking 
About? 


One of the funniest scenes we ever 


Lewis Guuick, C.P.A., has been 
a member of our Society since 1924. 
He is now engaged in practice in 
Long Beach, California. He is best 
known as the SHOPTALKER, under 
which name he has been writing 
since 1928. 
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saw in the movies was over 20 years 
ago. Buster Keaton was supposed to 
be delivering an oration at a High 
School Commencement. His subject 
was the value of education. But before 
he started there had been an accident, 
and when he came to the line, “Where 
would I be without my books?’ the 
audience howled, for at the moment he 
was using a pile of books to conceal a 
vital gap in his nether garments. 


But lawyers and accountants may 
well ponder that question. Could we 
practice at all if it were not for the 
loose-leaf tax services? And still more, 
we should ask, “Are we getting enough 
out of them?’ We recently heard a 
story of a well established public ac- 
countant who, despite subscriptions to 
two large services, made a huge error 
in filing a tax return for a client. Pay- 
ment of penalties forced the client out 
of business, according to our inform- 
ant. We sympathize with the account- 
ant. “There, but for the grace of 
God, go I” is one of our favorite quo- 
tations. Still further, do we really know 
what we are talking about? Do you 
have the dictionary habit? Or do you 
just leave it to your typist to use the 
lexicon as a speller? Some of the most 
common words have nice meanings 
which may have eluded you, and deriva- 
tions which may astound you. Look up 
mathematics for example. For that 
matter, look up nice, in its original 
sense. 


Many years ago we noted in the Shop 
that a person could tell just by looking 
at the professional library, whether a 
taxpert were a lawyer or accountant. 
The former’s Code volume would be 
the most smudged and dog-eared; the 
latter’s Regs would show the most use. 
We need to stick to foundations; the 
basic elements. We cordially recom- 
mend to some publisher that he start 
work on a “Dictionary for Taxpayers”. 
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It might be produced in five years. 
Meanwhile, make more use of your 
Webster, Winston and Funk. 


Withholding 

The case of Grasso v. Oehmann, de- 
cided on July 25, is required reading 
for all students of Federal Taxation, 
and excellent review for practicioners. 
Judge Clagget of the Municipal Court 
of Appeals of the District of Columbia 
gives a lucid exposition of the trustee 
theory, the penalties and the remedies 


(47-2 USTC $9337). 


Bad Debts 

One Monday, about 4 months ago, 
we attended the regular luncheon of 
the Los Angeles C.P.A.’s. The guest 
speaker's topic was “Bad Debts”. He 
high-spotted some of the many tax 
complications involved therein, and ad- 
vised us all to study them diligently, 
for we are going to need them next 
tax season. For over five years the 
subject has been of little importance. 
.\ business recession is under way. We 
should be prepared for it. And some 
people are really preparing. A sales- 
man for a law reporting publisher told 
us, the day before we wrote this, that 
he had made more sales of his com- 
pany's “Bankruptcy Service” within 
the month, than he had of that service, 
in the preceding three years. 

“Coming events cast their shadows 
before.” 


The Big Trek 

The boosters of Southern California 
have derived intense satisfaction from 
the huge increase in population which 
the “Southland” continues to make. 
They particularly like the movement 
of industry to this area. To hear them 
tell it, it is due entirely to the climate, 
with a few minor factors, among them 
taxation. Our own opinion is that tax- 
ation was a major factor. If a few more 
big industrial states like Pennsylvania 
adopt community property, the move- 
ment will taper off. 

Last spring we were called upon to 
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make a calculation which, we do not 
doubt, other C.P.A.’s have made. A 
high powered business-getter demanded 
a salary of $25,000., net of Federal In- 
come and all Social Security taxes. He 
was married, with no dependents. Our 
calculations showed that in Illinois, or 
any other non-community property 
state, the corporation employing him 
would have to pay $48,364. Whereas, 
in California, or other community prop- 
erty state, his gross salary would have 
to be only $35,790. In other words, 
he would lose nothing and the corpora- 
tion would save nearly $13,000. Take 
a big corporation, with many officials, 
some getting upwards of $100,000 and 
climate becomes secondary. If the na- 
ture of the business permits, Texas is 
even better. Like New Jersey, that 
blessed state imposes no personal in- 
come tax. 

But what has amazed us for 25 years, 
and continues to do so increasingly, is 
why Florida is not a community prop- 
erty state. Her proud French and 
Spanish inheritance qualifies her, by 
blood line, to have community property. 
Pennsylvania and Michigan have it only 
by artificial adoption. After her recent 
sad experience with a hurricane, Flor- 
ida needs new capital. Community 
property would go far towards attract- 
ing it. 

Human Interest 

A case that has human interest to an 
unusual degree is that of the Estate of 
Harvey Fleming, of San Diego. It is 
reported in full in the CCH Inheritance, 
Estate Gift Tax Service at paragraph 
16,168. It is no unusual thing for a 
man to endow college scholarships ; nor 
to set up a competition for the selection 
of the scholars. Such competitions nor- 
mally range from over-all high stand in 
entrance examinations to the composi- 
tion of a Latin ode. But always learn- 
ing, general or specialized, is stressed. 
Not the late Mr. Fleming! He pro- 
vided for selection of scholars by a golf 
tournament to be held each year in San 
Diego County. And the court upheld it! 

This city of Long Beach, in which 
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the writer has resided for nearly three 
years, has long been known as “the sea- 
coast of Iowa”, it having been settled 
mainly by people from “the tall corn 
state”. Why people still continue to 
come here is shown by the case of Miller 
(CCH IE & G. Tax Service, par. 


Buy U.S.Savings Bonds 
REGULARLY 
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Ask where you WORK 
Ask where you BANK 


16,158). The Millers, originally resi- 
dents of Iowa, moved to California in 
1921. It was held that real property 
purchased in California with fame 
originating in the husband’s home state 
earnings, was nevertheless community 
property, and taxable as such. 
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PROFESSIONAL COMMENT 


By EMANUEL SAXE, C.P.A. 


Depreciation and Replacement 
Cost Problems 


particularly current problem, 
whose gravity is accentuated by the ap- 
proach of the year-end and the prepa- 
ration of the annual financial state- 
ments, is the question of what is the 
proper depreciation policy to pursue 
therein in view of the general and seri- 
ous rise in price levels. A concomitant 
question involves the treatment of ex- 
cess plant costs incurred in present ex- 
penditures for fixed assets at prices 
substantially higher than pre-war levels. 

‘It has long been recognized by ac- 
countants that the accounting for fixed 
assets should normally be based on cost! 
and that the theory of depreciation ac- 
counting is designed to allocate, in a 
systematic and rational manner, this 
cost of a capital asset to the periods 
wherein it is estimated that the facility 
it represents will be utilized; it is not 
usually intended that this procedure 
shall provide the funds with which to 
keep the physical asset intact. 

A pricing policy need not and today 
probably does not depend upon a built- 
up unit product cost.2. Accordingly, in 
these times management undoubtedly 
takes the factor of depreciation upon 
appreciated values into consideration 
in fixing prices. And that is where the 
difficulty arises: the profits are greater 


by the amount of this factor added to 
the price, without any corresponding 
deduction in cost. 

As Carman G. Blough said: 

“Stockholders are hard to convince that 
increased profits should not be distributed 
as dividends; labor increases its claims for 
compensation; political demagogues 
rangue on the excessiveness of corporate 
income; and enemies of our political order 
use it to stir up prejudices against private 
enterprise.” 

Various studies of this problem have 
recently been reported in current peri- 
odical literature,t and should be re- 
quired reading for those interested in 
the problem. 

The Committee on Accounting Pro- 
cedure of the American Institute of Ac- 
countants recently gave extended con- 
sideration to this subject and, because 
of its importance and the consequent 
need for an immediate expression there- 
on, prepared the following statement on 
the subject for release: 

“The American Institute of Accountants 
committee on accounting procedure has 
given extensive consideration to the prob- 
lem of making adequate provision for the 
replacement of plant facilities in view ot 
recent sharp increases in the price level. 
The problem requires consideration ot 
charges against current income for depre- 
ciation of facilities acquired at lower price 
levels. 

“The committee recognizes that business 
management has the responsibility of pro- 


1 Accounting Research Bulletin No. 5; April, 1940. 
2“Price and Cost”, by James L. Dohr; The Journal of Accountancy, January, 1947: pp. 
11, 14. “Selling Overhead to Inventory”, by Philip Kramer; N.A.C.A. Bulletin, January 15, 


1947 (Sec. One); pp. 587, 592. 


3“Current Accounting Problems”, Edited by Carman G. Blough; The Journal of Account- 


ancy, October, 1947; p. 333, 334. 


4“The Postwar Problem of Capital Replacement”; The Guaranty Survey, pp. 1-4. Vol. 


XXVIII, No. 6: September 24, 1947. “Preserving the Integrity of Equity Capital”, by H. T. 
McAnly and Wm. T. Sunley; The Controller, October, 1947; pp. 500-12, 536, 538. “Replace- 
ment and Excess Construction Costs” by Carman G. Blough; Current Accounting Problems, 
supra. “Provision for High Replacement Costs”, in Cost Currents, N.A.C.A. Bulletin. Section 
Two; October 15, 1947, at p. 253. See, also, “Property Accounting”, by Samuel J. Broad, 
in The Controller, for January, 1947. 
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Professional Comment 


viding for replacement of plant and ma- 
chinery. It also recognizes that, in report- 
ing pri fits today, the cost of material and 
labor is reflected in terms of ‘inflated’ dol- 
lars while the cost of productive facilities in 
which capital was invested at a lower price 
level is reflected in terms of dollars whose 
purchasing power was much greater. There 
is no doubt that in considering depreciation 
in connection with product costs, prices, 
and business policies, management must 
take into consideration the probability that 
plant and machinery will have to be re- 
placed at costs much greater than those of 
the facilities now in use. 

“When there are gross discrepancies be- 
tween the cost and current values of pro- 
ductive facilities, the committee believes 
that it is entirely proper for management 
to make annual appropriations of net income 
or surplus in contemplation of replacement 
of such facilities at higher price levels. 

“It has been suggested in some quarters 
that the problem be met by increasing de- 
preciation charges against current income. 
The committee does not believe that this is 
a satisfactory solution at this time. It be- 
lieves that accounting and financial report- 
ing for general use will best serve their 
purposes by adhering to the generally ac- 
cepted concept of depreciation on cost, at 
least until the dollar is stabilized at some 
level. An attempt to recognize current 
prices in providing depreciation, to be con- 
sistent, would require the serious step of 
formally recording appraised current values 
for all properties, and continuous and con- 
sistent depreciation charges based on the 
new values. Without such formal steps, 
there would be no objective standard by 
which to judge the propriety of the amounts 
of depreciation charges against current in- 
come, and the significance of recorded 
amounts of profit might be seriously im- 
paired. 

“It would not increase the usefulness of 
reported corporate income figures if some 
companies charged depreciation on ap- 
praised values while others adhered to cost. 
The committee believes, therefore, that con- 
sideration of radical changes in accepted 
accounting procedure should not be under- 
taken, at least until a stable price level 
would make it practicable for business as a 
whole to make the change at the same time. 

“The committee disapproves immediate 
write-downs of plant cost by charges 
against current income in amounts believed 
to represent excessive or abnormal costs 
occasioned by current price levels. How- 
ever, the committee calls attention to the 
fact that plants expected to have less than 
normal useful life can properly be depre- 
ciated on a systematic basis related to eco- 
nomic uséfulness.” 

* * 
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Results of Business Survey. 


On August 29, 1947, the Credit 
Planning Committee of the New York 
Credit Men’s Association distributed 
a questionnaire to all members contain- 
ing nine questions designed to reveal 
economic thinking of credit and finan- 
cial men in New York. Approximately 
500 responses were received. 

The results and analyses of that sur- 
vey are herewith presented : 


QueEsTION 1. Were the number of 
customer business failures greater in 
your trade from January 1, 1947 to 
September 1, 1947 than for the same 
period in 1946? 


In‘answer to this question, 60% of the cre- 
dit executives responding stated that cus- 
tomer business failures were greater in the 
eight-month period of 1947 than for the cor- 
responding period of 1946, Poor management 
and excessive inventory were the two pre- 
dominant factors listed as responsible for this 
condition. 

Other reasons given were lack of capital, 
high prices, and reductions in government 
contracts and subsidies as compared to the 
war period. Relatively few of the reasons 
for failures indicated reduced profits or in- 
ferior merchandise as possibly having any 
bearing on failures. 


QvueEsTIOn 2. Do you now expect 
increased failures or fewer failures? 


93% of the responding credit executives 
anticipated an increased number of failures. 


Question 3. Do you now expect a 
business recession, a depression, or an 
improvement in business? 


Although the general economic pattern 
shows a stability, it is believed that seasonal 
variations and cyclical fluctuations will be- 
come increasingly sharper. Thus, this ques- 
tion is, and rightly should be, of paramount 
interest to credit and financial executives. 

80% expected a business recession to begin 
in the second quarter of 1948. The pre- 
dominant reason given was high prices. Ex- 
cessive inventory and purchaser resistance 
followed closely behind. Lack of capital, 


vhigh taxes, and labor unrest were cited by 


only a few of the members as contributing 
factors 

Exceptional to this trend were the iron and 
steei and construction and building materials 
industries where there have been fewer 
failures and an overwhelming negative re- 


765 


= 
at ; 
| 
te 
er 
te 
| 
i- 
| 
e- 
yn 
nts 
the 
ot 
vel. 
ot 
ice 
15 
: 
: 
a 


The New York Certified Public Accountant 


sponse to anticipated failures. Credit ex- 
ecutives now expect a boom in these fields 
because of long unsatisfied domestic and 
foreign demand. 


QUESTION 4. Are collections slower, 
better, or the same as in December 
1946? 


95% reported that collections were slower 
than in December of 1946. When surveyed in 
November of 1946, manufacturers of wearing 
apparel and allied merchandise, factors, con- 
verters, and textile manufacturers and distrib- 
utors reported in large majority that the col- 
lection trend in their trade had not yet turned 
downward to any serious degree. “However, 
this category, which represented approxi- 
mately 25% of the total replies, now indicates 
a definite s!ow-down in collections. The rea- 
sons given for this trend were high prices, 
excessive inventory, purchaser resistance, 
lack of capital and discontinuance of cash 
discounts. The slowing of collections was 
reported unanimously by all industries and 
services reporting. 


Question 5. Has the trend toward 
the elimination or reduction of cash dis- 
counts in your industry continued, 
stopped, or have previous discount 
terms been reinstated? 

82% reported the continued elimination or 
reduction of cash discounts. The number of 
establishments reporting a reinstatement of 
previous discount terms has been negligible. 


Ovrstion 6: In December 1946 
many trades reported purchaser resist- 
ance and cancellation of orders and 
future commitments. Is there today 
continued customer purchaser resist- 
ance; cancellation of future orders, 
larger orders and future commitments; 
unfilled backlog of orders? 

65% reported customer purchasing resist- 
ance with only 30% reporting cancellation 
of future orders. Slightly over one-half of 
those reporting indicated an unfilled backlog 
of orders. However, these orders would seem 
to represent previous commitments, as 63% 
stated that orders and future commitments 
were now much smaller. 


Question 7. The “Survey of Cur- 
rent Business” reports that inventories 
of all firms (except agriculture) in- 
creased $300 million in book value 
during May 1947 (a total increase from 
$22.1 to $22.4 billion to that date). Do 
you consider this increase in inventories 
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to be a favorable or unfavorable trend 
creditwise? 

80% believed the increase in inventories to 
be an unfavorable trend creditwise because 
it is an increase in dollar value rather than 
an increase of actual physical inventory. The 
dangers of over-valuated inventories are 
obvious and credit executives feel that pur- 
chaser resistance induced by high prices will 
continue until the price structure achieves 
a new equilibrium, thereby deflating the value 
of present inventories. 

Question 8. Are you finding that 
customers who willingly issued financial 
statements during the war period are 
reluctant to do so now? 

3y a ratio of more than two to one, it was 
reported that financial statements are issued 
as readily now as during the war period. 


(uESTION 9. International trade. 

60% of the reporting members are now 
exporting. 85% of those firms not engaged 
in the export field do not anticipate entering 
it. Of those now engaged in export trade, 
there was an almost even split of opinion as 
to whether sales volume will increase or 
decrease. Only about one-third contemplated 
the extension of longer credit terms ; however, 
relatively few thought of reducing present 
export credit terms. 

* * 

In evaluating this poll, consideration should 
be given to the fact that it reflects conditions 
which existed at the time the questionnaire 
was mailed on August 29th. Changes may 
have occurred since then to alter some of 
the conclusions. These results do not neces- 
sarily represent the opinions of the Credit 
Planning Committee nor their firms. 

* * * 

Cost Control for Motor Carriers 

Allen C. Kahl presents an interest- 
ing case study of the use of costs ol 
motor operations for managerial pur- 
poses in Section One of the October 15, 
1947, issue of the N.A.C.A. Bulletin. 

The use of statistical data with re- 
spect to costs and revenues per mile is 
considered, as is the related problem of 
expense analysis. Detailed schedules 
of Truck Income and Expense (by 
Truck) for each month, and cumula- 
tively for a year, are presented as ac- 
companying exhibits. A cumulative 
monthly operating summary is_ also 
included. 
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CORRESPONDENCE 


To the Editor of The New York 

Certified Public Accountant: 

The accounting and auditing research 
bulletins issued by the American Insti- 
tute of Accountants are beneficial to 
the profession and serve a necessary 
purpose in codifying accepted account- 
ing theory, and in narrowing the preve- 
lant differences of opinion. 

May I, however, offer the following 
comments relating to item 4 on page 
248 of bulletin No. 30, which was re- 
leased last week. 

The bulletin states that current assets 
are“ . . . those which are reasonably 
expected to be realized in cash or sold 
or consumed during the normal operat- 
ing cycle of the business.” In illustrat- 
ing the definition, item (b) includes 
“ordinary maintenance material and 
parts” and item (g) includes “prepaid 
expenses such as insurance, taxes, un- 
used royalties, current paid advertising 
service not yet received, and other items 
which if not paid in advance, would 
require the use of current assets during 
the operating cycle.” 

The quoted sections (b) and (g) are, 
in my opinion, not representative of 
sound accounting practice and would 
not be viewed with approval by bankers 
and other credit grantors. My objec- 
tions, in addition to those which would 


be advanced by a credit grantor inter-- 


ested in the realization value of current 
assets, are summarized as follows: 


Regarding Section (b): . 

Maintenance parts and supplies, in 
the cases of industrial corporations with 
large plants, coal mines, railroads, of- 
fice, loft, or apartment buildings, etc., 


represent items ranging from electric 
light bulbs wiping rags, cleaning sup- 
plies and small machine parts, to such 
items as replacement beams and steel 
girders, as well as large tool and equip- 
ment spare parts. 

Obviously these items will not be 
realized in cash during the coming year 
and, in fact, may often represent several 
years’ supply. Also, since many of these 
items will be used in repairing fixed 
assets, it does not seem proper to class- 
ify them as current assets. 


Regarding Section (g): 

Including an item as a current asset 
because “if it had not already been paid 
for it would require the use of cash in 
the following period,” is, in my opinion, 
poor reasoning and substitutes an as- 
sumption for a fact. 


General: 


The reasoning in Bulletin No. 30 will 
help to demolish the line of demarcation 
between the “present value” theory gov- 
erning thé valuation of current assets, 
as distinguished from the “original 
cost” theory used in valuing fixed 
assets. Also, if this reasoning is fol- 
lowed through, we may see the coming 
year’s depreciation deduction carried — 
as a current asset on the theory that it 
enters into the cost of production and 
so into inventory, and thus is consumed 
in the normal operating cycle of the 
buiness. 

Very truly yours, 


STEPHEN CHAN, C.P.A. 


New York, N. Y., 
September 18th, 1947. 
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sponse to anticipated failures. Credit ex- 
ecutives now expect a boom in these fields 
because of long unsatisfied domestic and 
foreign demand. 


QvuESTION 4. Are collections slower, 
better, or the same as in December 
1946? 


95% reported that collections were slower 
than in December of 1946. When surveyed in 
November of 1946, manufacturers of wearing 
apparel and allied merchandise, factors, con- 
verters, and textile manufacturers and distrib- 
utors reported in large majority that the col- 
lection trend in their trade had not yet turned 
downward to any serious degree. However, 
this category, which represented approxi- 
mately 25% of the total replies, now indicates 
a definite slow-down in collections. The rea- 
sons given for this trend were high prices, 
excessive inventory, purchaser resistance, 
lack of capital and discontinuance of cash 
discounts. The slowing of collections was 
reported unanimously by all industries and 
services reporting. 


Question 5. Has the trend toward 
the elimination or reduction of cash dis- 
counts in your industry continued, 
Stopped, or have previous discount 
terms been reinstated? 

82% reported the continued elimination or 
reduction of cash discounts. The number of 
establishments reporting a reinstatement of 
previous discount terms has been negligible. 


QOvestion 6, In December 1946 
many trades reported purchaser resist- 
ance and cancellation of orders and 
future commitments. Is there today 
continued customer purchaser resist- 
ance; cancellation of future orders, 
larger orders and future commitments ; 
unfilled backlog of orders? 

65% reported customer purchasing resist- 
ance with only 30% reporting cancellation 
of future orders. Slightly over one-half of 
those reporting indicated an unfilled backlog 
of orders. However, these orders would seem 
to represent previous commitments, as 63% 
stated that orders and future commitments 
were now much smaller. 


Question 7. The “Survey of Cur- 
rent Business” reports that inventories 
of all firms (except agriculture) in- 
creased $300 million in book value 
during May 1947 (a total increase from 
$22.1 to $22.4 billion to that date). Do 
you consider this increase in inventories 
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to be a favorable or unfavorable trend 
creditwise? 

80% believed the increase in inventories to 
be an uniavorable trend creditwise because 
it is an increase in dollar value rather than 
an increase of actual physical inventory. The 
dangers of over-valuated inventories are 
obvious and credit executives feel that pur- 
chaser resistance induced by high prices will 
continue tntil the price structure achieves 
a new equilibrium, thereby deflating the value 
of present inventories. 

Question 8. Are you finding that 
customers who willingly issued financial 
statements during the war period are 
reluctant to do so now? 

3y a ratio of more than two to one, it was 
reported that financial statements are issued 
as readily now as during the war period. 


QuEsTION 9. International trade. 

60% of the reporting members are now 
exporting. 85% of those firms not engaged 
in the export field do not anticipate entering 
it. Of those now engaged in export trade, 
there was an almost even split of opinion as 
to whether sales volume will increase or 
decrease. Only about one-third contemplated 
the extension of longer credit terms ; however, 
relatively few thought of reducing present 
export credit terms. 

* * * 

In evaluating this poll, consideration should 
be given to the fact that it reflects conditions 
which existed at the time the questionnaire 
was mailed on August 29th. Changes may 
have occurred since then to alter some of 
the conclusions. These results do not neces- 
sarily represent the opinions of the Credit 
Planning Committee nor their firms. 


* 


Cost Control for Motor Carriers 


Allen C. Kahl presents an interest- 
ing case study of the use of costs of 
motor operations for managerial pur- 
poses in Section One of the October 15, 
1947, issue of the N.A.C.A. Bulletin. 

The use of statistical data with re- 
spect to costs and revenues per mile is 
considered, as is the related problem of 
expense analysis. Detailed schedules 
of Truck Income and Expense (by 
Truck) for each month, and cumula- 
tively for a year, are presented as ac- 
companying exhibits. A cumulative 
monthly operating summary is also 
included. 
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CORRESPONDENCE 


To the Editor of The New York 

Certified Public Accountant: 

The accounting and auditing research 
bulletins issued by the American Insti- 
tute of Accountants are beneficial to 
the profession and serve a necessary 
purpose in codifying accepted account- 
ing theory, and in narrowing the preve- 
lant differences of opinion. 

May I, however, offer the following 
comments relating to item 4 on page 
248 of bulletin No. 30, which was re- 
leased last week. 

The bulletin states that current assets 
are“ . . . those which are reasonably 
expected to be realized in cash or sold 
or consumed during the normal operat- 
ing cycle of the business.” In illustrat- 
ing the definition, item (b) includes 
“ordinary maintenance material and 
parts” and item (g) includes “prepaid 
expenses such as insurance, taxes, un- 
used royalties, current paid advertising 
service not yet received, and other items 
which if not paid in advance, would 
require the use of current assets during 
the operating cycle.” 

The quoted sections (b) and (g) are, 
in my opinion, not representative of 
sound accounting practice and would 
not be viewed with approval by bankers 
and other credit grantors. My objec- 
tions, in addition to those which would 


be advanced by a credit grantor inter-- 


ested in the realization value of current 
assets, are summarized as follows: 


Regarding Section (b): . 

Maintenance parts and supplies, in 
the cases of industrial corporations with 
large plants, coal mines, railroads, of- 
fice, loft, or apartment buildings, etc., 


represent items ranging from electric 
light bulbs wiping rags, cleaning sup- 
plies and small machine parts, to such 
items as replacement beams and steel 
girders, as well as large tool and equip- 
ment spare parts. 

Obviously these items will not be 
realized in cash during the coming year 
and, in fact, may often represent several 
years’ supply. Also, since many of these 
items will be used in repairing fixed 
assets, it does not seem proper to class- 
ify them as current assets. 


Regarding Section (g): 

Including an item as a current asset 
because “if it had not already been paid 
for it would require the use of cash in 
the following period,” is, in my opinion, 
poor reasoning and Substitutes an as- 
sumption for a fact. 


General: 

The reasoning in Bulletin No. 30 will 
help to demolish the line of demarcation 
between the “present value” theory gov- 
erning thé valuation of current assets, 
as distinguished from the “original 
cost” theory used in valuing fixed 
assets. Also, if this reasoning is fol- 


lowed through, we may see the coming 


year’s depreciation deduction carried 
as a current asset on the theory that it 
enters into the cost of production and 
so into inventory, and thus is consumed 
in the normal operating cycle of the 
buiness. 

Very truly yours, 


STEPHEN CHAN, C.P.A. 


New York, N. Y., 
September 18th, 1947. 
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BOOK REVIEWS 


Industrial Accounting, 

By Samuel Waldo Specthrie. PREN- 

TICE-HALL, INc., New York, 1947. 

395 pages, $4.00 

The author states that his book was 
written as a text for business adminis- 
trators, engineers, and engineering stu- 
dents who might want to obtain an 
understanding of the processes and ex- 
ecutive uses of industrial accounting. 

To accomplish his purpose, the author 
devotes fifteen chapters to basic ac- 
counting principles and bookkeeping 
procedure, five chapters to the main 
features of corporation accounting, 
fourteen chapters to cost accounting 
theory and procedure, and the last three 
chapters to the use of accounting in ad- 
ministering a business. 

The purely clerical work incidental 
to accounting study is kept to a mini- 
mum. The presentation of accounting 
principles consists of recording the ordi- 
nary transactions of a trading business, 
making closing entries, preparing finan- 
cial statements, and using control ac- 
counts and subsidiary ledgers. The 
chapters devoted to corporations ex- 
plain some of the accounting, legal and 
financal problems involved in the capital 
stock, earned surplus, capital surplus, 
dividends, and bonded debt of a corpo- 
ration. The chapters on cost accounting 
discuss cost finding, accounting for ma- 
terial, labor and burden in job lot, 
process and operational cost systems, 
and the uses of standard costs. The last 
three chapters set forth the executive 
uses of accounting data for control of 
business expense, the measurement of 
operating results, and the formation of 
business policies. 

A surprising amount of material is 
explained by the author in a panorama 
of many varied fields of accounting. It 
is difficult to say, however, whether a 
reader, unfamiliar with accounting and 
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bookkeeping procedure, will learn much 
from the presentation of accounting 
principles, other than there are certain 
books of account in which transactions 
are recorded. This is not because of 
faulty or poor writing, but because of 
the difficulty beginners generally exper- 
ience in learning accounting without 
extensive explanation and drill. With 
many diverse topics to cover, the author 
could not devote too much space to 
any one. 

exception may be taken to some of 
the author’s statements and explana- 
tions. Examples are his statement that 
the fact of posting is denoted by a check 
mark in the ledger folio column, and the 
one that, in arriving at the balance oi 
an account, debits and credits of equal 
amount are subtracted. The illustration 
of footing and balancing an account 
could be improved typographically. 
Dollar signs should have been omitted 
from all accounts. Occasionally, terms 
such as footings, receivables, fixed 
assets, etc. are used without being ex- 
plained or defined, or, if the explanation 
is given, it appears a page or more after 
the illustration. The illustration of a 
balance sheet omits a line at the bottom 
of a column of figures to separate the 
details from the total of the column. 
Likewise, from the viewpoint of law, 
one may question the author’s general 
statement that a dividend may not ex- 
ceed the balance in earned surplus. In 
New York, a court decision is definitely 
to the contrary. Then again, keeping 
in mind the background of a likely 
reader, one may question the advisa- 
bility of crediting profit and loss to set 
up a profit, although it is clear to 4 
practitioner that the entry suggested 
served to show the ultimate effect of 
profits on the books of account. From 
a tax viewpoint, one may again take 
exception to the statement that stock 
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Book Reviews 


dividends are not income to the re- 
cipient shareholders. For tax purposes 
some dividends are deemed to be 
taxable. 


It is difficult to say whether one who 
has never been exposed to accounting 
and bookkeeping will benefit from read- 
ing the text. To have covered all the 
topics discussed in a thorough manner 
would have required a volume many 
times the size of the one under review. 
One should:keep in mind that the author 
was writing for business administrators 
and engineers, as well as for engineering 
students. Perhaps he assumed that those 
in the first two classes, because of their 
experience and work, would be familiar 
with some bookkeeping processes. For 
them, the chapters setting forth how 
some basic entries are made could have 
been eliminated. For those in the last 
class, the presentation of this material, 
in the reviewer’s opinion, will not be too 
well understood. 


Some chapters are excellently writ- 
ten, particularly those on the corporate 
net worth, and the nature and uses of 
cost accounting. The author’s presenta- 
tion of the use of accounting in admin- 
istering a business should be of material 
use to a reader in pointing out how 
books of account, and the information 
they contain, can be put to intelligent 
use in control and operation, and in the 
formation of business policies. 


While it is understandable that the 
introduction of too much detail would 
have destroyed the purpose for which 
the book was written, it is to be re- 
gretted that necessary explanatory mat- 
ter was omitted in some vital spots. 
Additional problem material could also 
have been made available for those 
readers who were learning about ac- 
counting for the first time. 


Despite the shortcomings pointed out, 
the author has made available a stream- 
lined yolume on accounting which has 
definite merit and will be of use to ex- 
ecutives who desire some information 
on corporations and costs, and who are 
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responsible for planning and operating 
a business. 
STANLEY B. TUNICK 
The School of Business and Civic 
Administration, 
The City College of New York. 


Cost Accounting Principles and 

Practice (Revised [dition), 

By John J. W. Neuner, Ricnarp D. 

Irwin, Inc., Chicago, Ilinois, 1947. 

xviii + 874 pages, $5.00. 

In this third edition of a book that 
is widely used as a textbook by collegi- 
ate schools of business, the author has 
accepted “the obligation to keep the text 
up to date in organization, in teaching 
methods, and in subject matter”. He 
has very adequately attained these ob- 
jectives. Cost principles and procedures 
are emphasized by the wide use of illus- 
trative material such as statements, 
diagrams, forms, and journal entries. 
Each chapter is concluded with a series 
of carefully graded questions and prob- 
lems which are completely new. As an 
aid to the student and teacher an in- 
novation of merit has been made by pre- 
ceding each problem with a statement 
of its purpose. In addition to the chap- 
ter problems complete job order, proc- 
ess, and standard cost sets appear at the 
end of the book. 


The book which contains twenty-nine 
chapters is divided into two parts. The 
first part entitled, “Mechanics of Cost 
Accounting” covers in detail the funda- 
mental concepts of historical cost ac- 
counting. Chapters are devoted to cost 
terminology, records, methods, and en- 
tries necessary to an understanding of 
the accounting for and control of ma- 
terial, labor, and manufacturing ex- 
penses. 

art two of the book “Specialized 
and Advanced Cost Accounting” logi- 
cally leads the student who has been 
grounded in fundamentals into those 
areas of the subject which are either 
relatively new or pertain to the efficient 
operation and control of a_ business 
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enterprise. Chapters are devoted to 
budgetary control, standard costs, pre- 
sentation of reports, graphs and analy- 


ses to management, and distribution 
and other non-manufacturing costs. 


Since this part of the book covers many 
fields which have been the subject mat- 
ter of many volumes, the author is to 
be specially commended on his concise 
presentation. 

While the author considers his book 
essentially a textbook on cost account- 
ing. a study of it, particularly the sec- 
ond part, clearly indicates that it should 
be part of the reference library of every 
professional and private accountant. In 
addition some of the chapters like those 
on managerial reports and a re-exam- 
ination of cost accounting might very 
well constitute important current read- 
ing to many practicing accountants. 


GEORGE L. NOHE 


QO. F. Taylor & Co. 
New York, N. Y. 


Mathematics of Accounting, Third 
dition, 


By Arthur B. Curtis and John H. 
Cooper. Prentice-Hatr, Inc., New 
York, 1947. x + 550 pages, $6.00. 


Addition of new material makes the 
third edition of this work, first pub- 
lished in 1925 and revised in 1934, a 
most comprehensive treatment of the 
topics usually covered by a combination 
of “Business Arithmetic’, “Commercial 
Algebra”, and Financial Mathe- 
matics”. Part One, running to 307 
pages, covers the arithmetic and alge- 
braic topics, with Part Two presenting 
the financial and actuarial topics with 
appropriate tables in the appendices. 

Throughout the book a wealth of well 
chosen problems offers ample oppor- 
tunity for practice in the use of methods 
and formulas. For most problems. 
illustrations with detailed solutions, and 
explanations where necessary, serve as 
guides to learning and applying meth- 
ods of solution, 

The first several chapters of Part 
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One are devoted to the fundamental 
operations of arithmetic, presenting 
much remedial material as well as short 
methods for performing and checking 
operations with integers, fractions, deci- 
mal fractions, and percentages. Chap- 
ters on Commercial Discount, Simple 
interest, Bank Discount, Partial Pay- 
ments, Averaging Dates of Invoices, 
Equation of Accounts, and Account 
Current adequately cover this phase oj 
commercial arithmetic. New in this edi- 
tion is the timely subject of Payrol! 
Records and Procedures and a chapter 
on Business Insurance. General busi- 
ness problems are covered in chapters 
on Storage, Inventories, Gross Profit 
Computations, Analysis of Statements, 
Partnership, Goodwill, and Business 
Finance. Public Finance and Taxation 
deals with both individual and business 
taxes. Simple, useful principles of alge- 
bra are presented in the chapter. on 
Fundamentals of Algebra and made use 
of in the chapter on Equations in which 
practical business problems requiring 
algebraic solution are presented. The 
use of logarithms and logarithm tables 
is very well presented in a chapter 
which includes a clear explanation of 
the simple slide rule. Chapters on 
Graphs and Index Numbers, Progres- 
sion, and Foreign Exchange round out 
Part One. 


Compound Interest, Ordinary Annu- 
ities, Special Annuities, Bond and Bond 
Interest Valuation, Asset Valuation 
Accounts, and Building and Loan As- 
sociations present the complete basic 
theory of compound interest and the 
application of compound interest meth- 
ods to all types of business problems. 
New in this edition are chapters on 
Permutations and Combinations, Prob- 
ability, and Probability and Mortality 
in which brief but significant treatment 
permits the inclusion of the further 
topics in acturial science: Life Annut- 
ties; Net Premiums; Valuation of Life 
Insurance Policies. Appendices present: 
a chapter on Practical Business Meas- 
urements, with problems: Tables 
Weights, Measures, and Values ; Loga- 
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rithm, Compound Interest, Annuity, 
and Mortality Tables. 

Beside being a clear and comprehen- 
sive text-book this work is eminently 
useful as a reference handbook because 
of good indexing and the presentation 
of formulas and methods with ample 
illustrations for each topic covered, with 
a minimum of dependence on prelimin- 
ary material. For anyone seeking a text 
to use in learning or relearning his 
practical mathematics, and to anyone 
needing a dependable book for refer- 
ence, this work is recommended as one 
of the best obtainable. . 

RussELL D. Loucks 
The School of Business and 

Civic Administration, 

The Citv College of New York. 
Auditing Procedure (Third Edition), 
DeWitt C. Eggleston. Jonn 

Witey & Sons, Inc., New York, 

1947. x + 438 pages, $5.50. 

This book is a good guide for the 
practitioner—whether he is of the 
junior grade or a principal. The junior 
will find material to assist in his train- 
ing. The principal can refresh his mem- 
ory when preparing an outline for an 
audit. The volume has numerous illus- 
trations of working papers. A large 
number of these papers bring out the 
data which may be prepared when 
errors are noted. The chapters which 
discuss the verifications of balance sheet 
items and of revenue and expense ac- 
counts contain sections of programs of 
audit relating to the verifications cov- 
ered in each chapter. These programs 
should be valuable aids to the practi- 
tioner in determining the extent of the 
verification to be made. The Review 
Questions at the end of each Chapter 
should assist the reader in deciding 
whether the subject matter has been 
digested. The chapters on Reports give 
detailed information on the preparation 
of Statements and Reports. These 
chapters illustrate reports which might 
be submitted in the following instances ; 
Book Publishing Business—Manufac- 
turer, Interim Audit—Manufacturer, 


1947 


Annual Report—Department Store, 
Annual Report. At the end of the vol- 
ume there are 152 questions which are 
stated to be based upon practical ex- 
perience. The practitioner will find this 
book very informative and helpful in 
his daily work. 
E. Bacas 

Bacas, Gates & Potter 


New York, N. Y. 


Standardized Audit Working Papers, 
By Frederick Staples, CoUNTING 
House Co., Milwaukee 
Wisc. 1947. 272 pages, $4.50. 

This book is valuable primarily as 

a manual for users of the standard- 

ized audit working papers published by 

The Accredited Forms Co., Milwaukee, 

Wisconsin. In the preface the author 

states his objective as follows: 

“This book has been written to promote 
discussion among practicing accountants 
regarding the practicability of standardized 
audit working papers and their value in 
further improving the quality of the work 
done by the average practicing accountant, 
and as a text book for the student in 
accounting who seldom has the privilege 
of seeing a typical set of audit working 
papers covering an ordinary audit engage- 
ment.” 


The books consists of six chapters of 
text (104 pages) and three appendices 
containing (1) a complete set of filled 
in standardized audit working papers, 
(2) detailed audit report, and (3) 
interim report. The detailed audit 
report and the interim report are both 
based on the data contained in the 
filled-in standardized audit working 
papers. 

The author discusses the desirability 
of the use of standardized audit working 
papers; special phases of, and innova- 
tions possible with them; special in- 
structions where the data required are 
for the preparation of income tax re- 
turns only; and instructions in connec- 
tion with an examination covering more 
than one year. Many accountants will 


find the chapter entitled “General 
Auditing Instructions Manual)” 
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(Chapter III) of particular interest. 
As its title indicates, this chapter enu- 
merates some general instructions com- 
monly given to staff members by public 
accounting firms through the medium 
of a staff manual. 

The illustrated standardized audit 
working papers contain all of the neces- 
sary working sheets for conducting an 
annual audit of a inedium-sized com- 
pany including the various requests for 
confirmation and the certificates to be 
obtained from management. Unfortu- 
nately, they have been reduced to 
approximately 60% of their actual size ; 
in many instances this makes the 
reading rather difficult. 

Though many arguments may be 
advanced against the use of standard- 
ized audit working papers, the subject 
is one which deserves consideration by 
practicing accountants. Mr. Staples 
ably presents the case in favor of their 
use. Even those who feel that standard- 
ization leads to inflexibility will find 
many of the forms well designed for 
general use. 


3ENJAMIN NEUWIRTH 
Klein, Hinds & Finke 
New York, N. Y. 


Your Income Tax 


(new 1948 edition for preparing 1947 

tax returns), by J. K. Lasser, Sruon 

AND ScHUSTER, New York, N. Y., 

1946. 168 pages. $1.00. 

Here is the twelfth edition of this in- 
dispensable and handy tax guide. 

This edition has been completely re- 
vised to include all 1947 decisions and 
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rulings. A brand new chapter on han- 
dling income and deductions on 1947 
returns to take advantage of 1948 tax 
reductions has been added. Twice as 
many approved tax saving ideas as 
appeared in any previous edition have 
been included. 

This work is still the best dollar’s 
worth of authoritative and genuinely 
helpful tax information on the market. 


Auditing Procedure Case 
Study No. 1 


The first study in the series prepared 
by individual members of the Commit- 
tee on Auditing Procedure of the Amer- 
ican Institute of Accountants to illus- 
trate actual applications of auditing 
procedures has just made its appear- 
ance. It covers an examination of a 
loading and hauling equipment man- 
ufacturer, and represents the descrip- 
tion of the auditing procedures followed 
in a particular case by one member of 
the Committee. 

In making the study available, the 
Committee expressed the hope that 
“the case study material will serve a 
useful purpose not only within the pro- 
fession, but also in various colleges and 
universities throughout the country 
which offer advanced instruction in ac- 
counting and auditing subjects.” 

Single copies are priced at fifty cents, 
with a 25 per cent reduction for orders 
of 25 or more copies. A special price 
of twenty-five cents per copy is made 
to accounting students enrolled in rec- 
ognized colleges or schools. 
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